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MP is the parent of an affiliated group (P) that
filed consolidated incone tax returns for the taxable
years at issue.

1986 Transactions: In 1986, P decided to sell the
princi pal investnents business of ML, a second tier
subsidiary. Because P wanted to retain certain assets
of ML, consisting of its |ease advisory business and
certain other assets (the 1986 retai ned assets) within
t he consolidated group while mnimzing or elimnating
gain on the sale of ML outside the consolidated group
P adopted and i nplenmented a plan consisting of the
follow ng steps: (1) ML distributed the 1986 retained
assets to its subsidiary, Merlease; (2) ML then sold
Mer| ease cross-chain to a sister corporation (MAM in
a transaction that qualified as a sec. 304, |I.R C
deened redenption; (3) ML then distributed a dividend
of the gross sale proceeds to its parent, MCR, a
whol |y owned subsidiary of MP; (4) P then conpleted the
sale of MLL to a third party. Under the consoli dated




-2 -

return regulations then in effect, the cross-chain sale
and the related dividend generated an increase in
M.CR' s basis in M.L’s stock, enabling P to sell ML
out side the consolidated group at a | oss.

On the date of the 1986 cross-chain sale, P had
identified the prospective purchaser of ML, had
negotiated a tentative purchase price for ML, and
clearly intended to sell ML outside the consolidated
group, thereby termnating M.L’s constructive ownership
under sec. 318, I.R C., of Merlease, the issuing
cor porati on.

On its consolidated tax return for TYE Dec. 26
1986, P clainmed a loss fromthe sale of ML after
treating the gross sale proceeds as a dividend and
increasing its basis in M.L’s stock by that anount.

1987 Transactions: P decided to sell the |eased
properties business of MLCR, its wholly owned
subsidiary. Because P wanted to retain MLCR s
nonl easi ng assets (the 1987 retained assets) while
mnimzing or elimnating gain on the sale of M.CR
out si de the consolidated group, P adopted and
i npl enented a plan consisting of the foll ow ng steps:
(1) MCR identified the subsidiaries holding the 1987
retai ned assets (M.BFS, M.PC, M.VC, M.EI, ML.RDM M.I
MLLE); (2) MCR then sold the seven subsidiaries to
three sister corporations (MR, MPFS, MLAM wthin
the consolidated group in transactions that qualified
as sec. 304, I1.R C., deened redenptions; (3) MCR then
di stributed dividends of the gross sales proceeds to
its parent, ML.CVH, a wholly owned subsidiary of MP;, (4)
P then conpleted the sale of MLCRto a third party.
Under the consolidated return regulations then in
effect, the cross-chain sales and rel ated di vi dends
generated increases in MLCVW s basis in MLCR s stock,
enabling P to sell MCR outside the consolidated group
at a | oss.

On the dates of the first seven of the 1987 cross-
chain sales, P had identified the purchaser of MCR
had prepared a draft acquisition agreenent, and clearly
intended to sell M.CR outside the consolidated group,
thereby termnating MLCR s constructive ownership under
sec. 318, I.R C., of the subsidiaries sold cross-chain
(the issuing corporations).
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After the first seven of the 1987 cross-chain
sal es had closed and shortly before the sale of M.CR
was schedul ed to cl ose, the purchaser of MLCR notified
Pthat it could not own VL, one of MLCR s subsidiaries
because of Federal law restrictions. Approximtely 2
weeks before the sale of ML.CR closed, M.CR sold the
stock of VL to MLAM a sister corporation, in a
transaction that qualified as a deened sec. 304,
|. R C., redenption

On its consolidated inconme tax return for TYE
Dec. 26, 1987, P clained a | oss of $466, 985,176 from
the sale of MLCR after treating the gross sal es
proceeds fromthe 1987 cross-chain sales as a dividend
and increasing its basis in MLCR s stock by that
anmount .

Respondent determ ned that the nine cross-chain
sal es of Merlease, M.BFS, M.PC, M.VC, M.EI, M_.RDM M.I
M.LE, and VL (the subsidiaries) and the sales of ML
and MLCR outside the consolidated group were parts of a
firm fixed, and clearly integrated plan to conpletely
termnate MLL’s and MLCR s actual and constructive
ownership of the subsidiaries. Petitioner contends
that each cross-chain sale resulted in the receipt of a
dividend by the selling corporation under secs. 302(d)
and 301, I.R C., equal to the gross sale proceeds and
that it was entitled, under the consolidated return
regul ations, to increase its basis in MLL's and M.CR s
stock as a result of the cross-chain sales.

Hel d: The cross-chain sales qualified as
redenptions in conplete termnation of ML's and ML.CR s
interest in the subsidiaries sold cross-chain under
sec. 302(b)(3), I.RC., and nust be taxed as
distributions in exchange for stock under sec. 302(a),
|. R C., rather than as dividends under sec. 301, |I.R C
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David J. Curtin, Sheri Dillon, Peter J. Genz, WIlliamF.

Nel son, Kinberly S. Piar and Cornelia J. Schnyder, for

petitioner.

Carmen M Baerga, Jill A Frisch, Lyle B. Press, and Jody S.

Rubi nstein, for respondent.

MARVEL, Judge: Respondent determ ned the foll ow ng
deficiencies in the Federal incone tax of Merrill Lynch & Co.,
Inc. (Merrill Parent) and subsidiaries (collectively, the

consol i dated group or petitioner):

TYE Defi ci ency
Dec. 26, 1986 $7, 704, 908
Dec. 25, 1987 12, 141, 242
Dec. 30, 1988 12,928, 981

The ultimate issue in this case involves the proper
conputation of petitioner’s basis in the stock of two
consol i dated group nenbers (the target corporations) that it sold
in 1986 and 1987. |In order to resolve that issue, we nust decide
the tax effect of nine cross-chain sal es! of stock of certain
subsidiaries (the issuing corporations) owned by the target
corporations. These sales were structured by petitioner to
transfer certain assets fromthe target corporations to other

menbers of the consolidated group (the acquiring corporations)

For purposes of this opinion, a cross-chain sale neans a
sal e by one brother-sister corporation to another brother-sister
corporation in the sane ownership chain.
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before the target corporations were sold outside the consolidated
group. The parties agree that the cross-chain sales qualified as
section 3042 redenptions that nmust be tested for dividend
equi val ency under section 302(b). The parties disagree, however,
regarding the result of that testing.

Respondent contends that each cross-chain sale by a target
corporation and the later sale of that target corporation outside
the consolidated group were parts of a firm fixed, and clearly
integrated plan to conpletely term nate the target corporation’s
actual and constructive ownership of the issuing corporations.
Respondent argues, therefore, that the cross-chain sales
qualified as redenptions in conplete term nation of the target
corporations’ interest in the issuing corporations under section
302(b)(3), and nust be taxed as a distribution in exchange for
stock under section 302(a). Petitioner contends that each cross-
chain sale resulted in the receipt of a dividend by the selling
corporation under sections 302(d) and 301 equal to the gross sale
proceeds and that it was entitled, under the consolidated return
regul ations, to increase its basis in the target corporations’

stock by the ampunt of the dividend.® Petitioner’s claimto

2All section references are to the Internal Revenue Code in
effect for the years in issue, and all Rule references are to the
Tax Court Rules of Practice and Procedure. Monetary anounts are
rounded to the nearest dollar.

3Under the consolidated return investnment adjustnent
(continued. . .)
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i ncreased bases in the stock of the target corporations when the
target corporations are sold to unrelated third-party purchasers
in 1986 and 1987 depends for its success upon dividend treatnent
for the gross proceeds of the nine cross-chain sales. See secs.
1.1502-32(a) and 1.1502-33, Incone Tax Regs.

Fol | ow ng concessions, * therefore, we nmust deci de:

3(...continued)
regul ati ons, see secs. 1.1502-32(a) and 1.1502-33, |ncone Tax
Regs. as in effect for the years at issue, a consolidated group
menber’s basis in a subsidiary was increased or decreased, dollar
for dollar, by changes in the earnings and profits of the
subsidiary. The Conm ssi oner subsequently anended the
consolidated return investnent adjustnent regulations generally
for determnations and tax years beginning on or after Jan. 1,
1995. T.D. 8560, 1994-2 C.B. 200.

“'nits petition, petitioner asserted (1) that respondent
failed to use the Becker “separate return limtation year” net
operating | oss of $85,164,319 in conputing petitioner’s group
taxabl e i ncome for the 1987 taxable year; (2) respondent failed
to take into account the recal cul ated anount of environnmental tax
deductions for the 1987 and 1988 taxable years; (3) respondent
failed to allow a separate fuel tax credit and instead included
such credit in petitioner’s general business credits for the 1986
taxabl e year; (4) respondent failed to include petitioner’s
avai |l abl e general business tax credits in determ ning
petitioner’s alternative mninumtax for the 1988 taxabl e year;
and (5) respondent failed to take into account $98, 505 of Federal
i ncone tax wi thheld by Newmont M ning on dividends paid to a
Canadi an subsidiary of petitioner during the 1987 taxable year.
In its petition, petitioner also stated that respondent agreed
with petitioner’s position regarding adjustments (1)-(4). 1In the
answer to the petition, respondent conceded adjustnents (1), (2),
and (4). Respondent al so conceded that the disagreenents
regardi ng adjustnents (1)-(4) would be resolved in conputing any
final deficiencies in this case. Wth respect to adjustnent (5),
respondent denied the adjustnent in the answer but did not raise
the issue on brief or at trial. Adjustnent (5) is, therefore,
deened conceded. See Rule 151(e)(4) and (5); Petzoldt v.

(continued. . .)
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(1) Wether a deened section 304 redenption in the form of
a 1986 cross-chain stock sal e between brother-sister corporations
in a consolidated group nmust be integrated with the |later sale of
the cross-chain seller outside the consolidated group and treated
as a redenption in conplete term nation under section 302(a) and
(b) (3) as respondent contends, or whether the deened section 304
redenption qualified as a distribution of property taxable as a
di vi dend under section 301 as petitioner contends; and

(2) whether deened section 304 redenptions in the form of
ei ght 1987 cross-chain stock sal es between brother-sister
corporations in a consolidated group nust be integrated with the
| ater sale of the cross-chain seller outside the consolidated
group and treated as a redenption in conplete term nati on under
section 302(a) and (b)(3) as respondent contends, or whether the
deened section 304 redenptions were distributions of property
t axabl e as dividends under section 301 as petitioner contends.

FI NDI NGS OF FACT

Sonme of the facts have been stipulated. W incorporate the
stipulated facts into our findings by this reference.

Merrill Parent is a corporation organized under Del aware | aw
and is the parent corporation of an affiliated group of

corporations that filed consolidated Federal incone tax returns

4(C...continued)
Commi ssioner, 92 T.C 661, 683 (1989); Money v. Conmm ssioner, 89
T.C. 46, 48 (1987).
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during the years at issue. Merrill Parent, through its
subsidiaries and affiliates, provides investnent, financing,
i nsurance, leasing, and related services to clients.

| . 1986 Sale of M. Leasing

Before it was sold outside the consolidated group, Merril
Lynch Leasing, Inc. (M Leasing or ML), was a wholly owned
subsidiary of Merrill Lynch Capital Resources, Inc. (M. Capital
Resources or MLCR), which in turn was wholly owned by Merril
Parent. M. Leasing was engaged in the business of arranging
| easi ng transactions between third parties (|l ease advisory
busi ness). M. Leasing al so was engaged in the business of
leasing its own real and tangi bl e personal property to third
parties in the capacity of |essor (principal investnents
business). Imediately before the years at issue, the principal
i nvest ments busi ness | eases were generating substantial positive
cashfl ow but had “turned around” for incone tax purposes, neaning
that if M. Leasing continued to hold the | eases, the principal
i nvest ments busi ness woul d generate taxable incone in excess of
pretax cashflow. M. Leasing also owned, directly or through
si ngl e- purpose subsidiary corporations, general and limted
partnership interests in limted partnerships that held property
subject to operating and | everaged | eases.

A Prelimnary D scussi ons

As early as August 22, 1985, Douglas E. Kroeger, a nenber of
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the corporate tax departnment at Merrill Parent, sent an

interoffice menorandumto David K Downes, corporate controller

at Merrill Parent, recomending the sale of M. Leasing s stock,
after “stripping out” certain assets Merrill Parent did not w sh
to sell, as part of a tax strategy that could result in an

increase in after-tax earnings of nore than $60 nmillion.®> On
Septenber 16, 1985, M. Downes presented this tax strategy to
Jeronme P. Kenny, president and chi ef executive officer of Merril
Lynch Capital Markets (M. Capital Markets or ML.CM,® and Stephen
L. Hammernman, Merrill Parent’s general counsel, and arranged a
nmeeting to explain nore fully the proposed tax strategy. The
proposed tax strategy at that tinme consisted of at |east two
steps—the distribution of certain assets of M. Leasing that
Merrill Parent wanted to retain within the consolidated group and
the sale of ML Leasing to a third party follow ng the

di stribution.

°The tax strategy contenplated by M. Kroeger was intended
to increase after-tax earnings by taking advantage of a provision
in the consolidated return regul ations requiring the addback of
accel erated depreciation over straight-1line depreciation when
cal culating earnings and profits. See Wods Inv. Co. V.
Conm ssioner, 85 T.C. 274 (1985). This tax strategy is not at
issue in this case.

8Al t hough it is unclear fromthe record, it appears that
Merrill Parent retained Merrill Lynch Capital Markets (M Capital
Markets) to sell the stock of ML Leasing in 1986 and M. Capital
Resources in 1987
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At sonme point thereafter, Merrill Parent decided it wanted
to sell only the principal investnents business of M. Leasing as
part of its tax strategy. Merrill Parent did not want M
Leasing’ s | ease advi sory business and certain other assets that
were not part of the principal investnents business (collectively
referred to as the 1986 retai ned assets) to | eave the
consolidated group. Merrill Parent decided to transfer the 1986
retai ned assets to other corporations within the consolidated
group in preparation for the sale of M. Leasing, |eaving only the
princi pal investnents business remaining in M Leasing, including
the operating and | everaged | ease assets.

On March 26, 1986, participants at an internal neeting of
petitioner discussed the possible sale of M. Leasing s stock.

At the neeting, the participants discussed the estimted tax
basis of M. Leasing as of the end of 1985, the approxi mate val ue
of M. Leasing, whether the sale would be prohibited because of
various restrictions in the | ease docunents, the intangible
effects of the sale of ML Leasing, the possibility of tax reform
bei ng passed prior to |l ate August 1986, the estinmated after-tax
econom ¢ benefit of the sale of M. Leasing, and the estimted
after-tax book gain that would result fromthe sale of M
Leasing. At the neeting, Jeffrey Martin, a nmenber of
petitioner’s Mergers & Acquisitions G oup, was asked “to feel out

the market on a no-nanme basis inquiring if there are any
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interested parties for such a transaction.” Upon concl usion of
the neeting, it was decided that petitioner “would await M.
Martin’s findings before any additional work takes place”
regarding the sale of M. Leasing. |In approximately April 1986,
petitioner decided to pursue a sale of M. Leasing and appoi nt ed
Theodore D. Sands, managi ng director of the Investnent Banking
Division at Merrill Parent, to serve as the chief negotiator with
respect to the sale.” M. Sands suggested that petitioner “clean
up” M. Leasing by renoving any assets the conpany did not want to
sell (i.e., the 1986 retained assets).® M. Sands, however, did
not suggest the manner in which the 1986 retai ned assets should
be transferred from M. Leasing, and he did not suggest
i npl enenting the 1986 cross-chain sale at issue in this case.

B. Petitioner Seeks a Purchaser

M. Sands was asked to develop a profile of a likely
prospective purchaser for M. Leasing and a list of prospective
purchasers. M. Sands established three criteria for a potenti al

purchaser of M. Leasing: (1) A purchaser should be financially

'On July 28, 1986, petitioner officially appointed a five-
person project teamto conduct the divestiture of M. Leasing,
whi ch included M. Sands as chief negotiator.

8The 1986 retai ned assets consisted of assets |eased under
operating, finance, and | everaged | eases, subject to the
liabilities associated with such assets, and the shares of 34
corporate subsidiaries that owned | eased equi pnent and | eased
real property. The decision as to which assets would be sold and
whi ch woul d be retained was made by the head of investnent
banki ng at Merrill Parent.
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sophisticated to handle the | ease portfolio; (2) a purchaser
shoul d be able to finance the transaction; and (3) a purchaser
shoul d have a net operating |oss (NOL) carryforward and,
therefore, should be indifferent to the fact that the | ease
portfolio was about to turn for tax purposes.

In or around April 1986, M. Sands contacted Inspiration
Resources Corp. (Inspiration). Inspiration was a diversified
natural resources conpany whose stock was publicly traded on the
New York and Toronto stock exchanges. Inspiration was controlled
by Mnerals & Resources Corp., Ltd. (M NORCO, a Bernuda
corporation headquartered in London, England. M. Sands had
worked with Inspiration on other matters before 1986 and was
aware that Inspiration had a significant NOL.

Petitioner provided to Inspiration a docunent entitled
“MERRI LL LYNCH LEASI NG | NC. Proposed Sal e of Equity Investnent
Assets” dated April 1986 (M. Leasing offering nenorandun). The
M. Leasing offering nmenorandum descri bed the assets that woul d be
owned by M. Leasing at the tine of the sale and the pretax
cashfl ows expected to be derived fromthe portfolio of |eases.
The M. Leasing offering nmenorandum descri bed the proposed
transaction as foll ows:

Prior to the sale of Leasing s stock, any of Leasing s

assets which are not to be sold wll be dividended to

M.CR. Assets remaining in Leasing will be the equity

investnments in real estate and equi pnment net |eased to

maj or corporations, tax benefits purchased under the
1981 Tax Act, unused | TC carryover, and any state net
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operating | osses (“NOL’s”) not used in the various

M_&Co. 1986 unitary returns. The remaining liabilities

in Leasing would consist solely of deferred taxes.

M.CR will then sell the stock of Leasing. * * *
The 1986 retained assets were not included in the description of
M. Leasing s portfolio.

On June 19, 1986, M. Sands prepared a nenorandumentitl ed
“Status of ML Leasing Sales Effort”. The menorandum reported on
a tel ephone call M. Sands received fromM. Smth, the Vice
Presi dent - Fi nance for Inspiration. As summarized in the
menor andum M. Smth “expressed strong interest” in purchasing
M. Leasing and reported that he had prepared a detail ed anal ysis
for consideration by Inspiration’s executive conmttee. Although
M. Smth had expressed reservations about the status of
Inspiration’s NOLs and about the |lack of certainty regarding the
| ease residual values, M. Sands reported that M. Smth's
concern regarding Inspiration’s NOLs was not a serious problem
and that M. Smith's concern regarding the residual values would
be addressed in a neeting on June 23 when M. Smth and his staff
woul d neet with a representative of M. Leasing to reviewthe
residuals on a | ease-by-lease basis. M. Sands reported that, if
M. Smth were satisfied after the June 23 neeting, Inspiration
“Wll make a go - no go decision on buying Leasing at the $80
mllion asking price based on the assunption that the residual

val ues can be confirnmed by an outside appraiser.”
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On July 3, 1986, a witten “Presentation to Inspiration
Resources Corporation” prepared by M. Capital Markets was
submtted to Inspiration. The presentation again described the
assets proposed to be owned by M. Leasing at the tinme of sale of
the ML Leasing stock to Inspiration and the pretax net cashfl ows
expected to be derived fromthe portfolio of |eases. The 1986
retai ned assets were not included in those assets. The
presentation proposed a purchase price of $98 nmillion and a
closing date at the end of 1986.

C. The Tax Plan and the Section 304 Cross-Chain Sale

Soneti me between 1985 when the possible sale of M. Leasing
was first discussed and July 21, 1986, when M. Leasi ng
contributed the 1986 retained assets to Merl ease Leasi ng Corp.
(Merl ease), petitioner finalized a plan® to strip M. Leasing of
the 1986 retained assets and to sell M Leasing outside the
consol i dated group using planni ng techni ques designed to increase
petitioner’s tax basis in M. Leasing and thereby elimnate gain
on the sale of M. Leasing. The plan consisted of the follow ng

st eps:

°l't appears fromthe M Leasing offering nenorandum t hat
petitioner originally intended to have ML distribute the 1986
retai ned assets to MLCR as a dividend. W infer fromthis fact
that petitioner finalized its plan to engage in sec. 304 cross-
chain sales after the M. Leasing offering nmenorandum had been
pr epar ed.
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1. M Leasing would contribute the 1986 retai ned assets to
Mer| ease, a direct wholly owned subsidiary of M. Leasing, in
anticipation of M. Leasing’ s sale outside the consolidated group.

2. M Leasing would then sell Merlease cross-chain to a
sister corporation within the consolidated group.

3. M Leasing would declare a dividend to M. Capital
Resources of designated assets and the gross sal es proceeds from
the cross-chain sale of Merlease to the acquiring corporation.

4. After each of the steps outlined above had occurred,
petitioner would then sell M. Leasing to a third-party purchaser.

In accordance with the plan and pursuant to a resol ution
dated July 21, 1986, M. Leasing contributed the 1986 retai ned
assets to the capital of Merlease. !

In accordance with the plan and pursuant to resol utions
adopted on July 22, 1986, the respective boards of directors of
M. Leasing and Merrill Lynch Asset Managenent, Inc. (M Asset
Managenment or MLAM), a direct wholly owned subsidiary of Merril
Parent, approved the sale of the stock of Merlease to M. Asset
Managenent for a purchase price equal to the fair market val ue of
such stock as of July 22, 1986. Two days later, M Leasing and

M. Asset Managenent entered into a stock purchase agreenent dated

YSone of the sanme assets identified in the July 21, 1986,
consent to corporate action as having been contributed to
Mer| ease’s capital were included as part of a dividend declared
and paid to M. Capital Resources, M. Leasing s sole sharehol der
as of July 18, 1986.
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July 24, 1986, pursuant to which M. Asset Managenent agreed to
purchase all of M. Leasing s Merlease stock for a purchase price
of $73,320,471. The sale closed on July 24, 1986. |mmediately
before M. Asset Managenent purchased the stock of Merlease, M
Asset Managenent’s accumul ated earnings and profits exceeded the
price it paid for the Merl ease stock. The parties agree that the
sale of Merlease to M. Asset Managenent was a section 304
transacti on.

D. Presentation to Merrill Parent’s Board of Directors

On July 28, 1986, only 4 days after the cross-chain sale of
Mer| ease, a fornmal presentation was nade to Merrill Parent’s
board of directors regarding the sale of M. Leasing.! The
presentation included the distribution of a witten summary and
slides illustrating the details of the plan for the sale of ML
Leasi ng, including key calculations. The witten summary began
as follows:

We have identified a significant econom c benefit,

based on an opportunity in the tax law, in selling

Merrill Lynch's proprietary | ease business. This

econom ¢ benefit can be achieved by structuring a

transaction to sell the stock of our primary | easing

subsidiary, Merrill Lynch Leasing. W believe that

such a sale could realistically result in an after-tax

financial statenent gain of approximately $104 mllion.

The presentation |aid out the various steps of the plan to

petitioner was unable to locate the m nutes of the neeting
of the board of directors on July 28, 1986, the date the
presentation was nade.
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di spose of Merrill Lynch’s proprietary |ease business cul mnating
in the sale of ML Leasing s stock.

The stated purpose of the presentation was to secure the
board’ s approval to enter into a letter of intent with the
purchaser'? and to secure the board’s authorization for:

the Executive Commttee to approve the final details of

t he proposed transaction in accordance with the letter

of intent, subject to closing adjustnents and unforseen

contingencies arising fromnegotiating a final

agreenent in early Qctober, up to a maxi mum reduction

of $20 mllion.

The witten summary informed the board of directors that
“due to the exhaustion of tax benefits, many of * * * [ M
Leasing s] | eases begin to produce taxable inconme in 1987, with
the remai nder ‘turning around’ in 1988. Accordingly, it is an
opportune tinme to sell our Principal Investnents |ine of business
to an appropriate purchaser.” The summary al so inforned the
board of directors that because it was not Merrill Parent’s
intent to withdraw fromall aspects of the |easing business,
Merrill Parent was renoving the 1986 retained assets from M
Leasi ng before ML Leasing s stock was sold in two steps: (1) The

1986 retai ned assets had been sold to M. Asset Managenent for

approximately $57 mllion; and (2) M Leasing will declare a $115

12The presentation represented to the board of directors
that “Once both parties have signed the letter of intent, the
sales price will be firmy established subject only to changes in
the residual value by the appraisers. Mreover, even the inpact
of residual value appraisals will be limted to $14 mllion.”
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mllion dividend to M. Capital Resources consisting of cash
received from M. Asset Managenent, plus other cash, receivables,
and certain liabilities. After renoval of the 1986 retained
assets, the summary represented that Merrill Parent would then be
in a position to sell the principal investnents business portion
of M. Leasi ng.

The summary unequi vocally identified Inspiration as the
purchaser of M. Leasing s stock, described Inspiration, and
stated that “In return for the stock of M. Leasing, we wl|
receive $126 mllion in cash (subject to adjustnents for residual
val ue appraisals) fromthe purchaser, Inspiration Resources
Corporation.” The summary al so expl ai ned how the sale price was
determ ned, ®* quantified the after-tax income and the tax benefit
that would result fromthe sale, explained the tax risks of the

transaction, and recommended the creation of a $37 mllion tax

13The sale price was determ ned by cal cul ating the present
val ue of the cashflow stream generated by M. Leasing s assets
($42 mllion), discounting the pretax cashflow to reflect the
val ue of the cashflowto Inspiration ($143 nillion), calculating
the value of Inspiration’s NOLs ($101 mllion), and adding to the
present val ue of the cashflow streama prem um of $53 nillion
(representing a split of the benefits arising fromlnspiration's
NOLs). The resulting base sale price ($95 million) was then
i ncreased by the anount of cash to be left in M. Leasing
(estimated to be $31 million) to arrive at a total sale price of
$126 million (subject to adjustnment for residual val ue
apprai sal s).
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reserve for the transaction. |In calculating the recommended
reserve, the summary stated the follow ng

The first itemof tax reserve concerns the sale to
Merrill Lynch Asset Managenent of the |easing
subsidiaries we wish to retain. The IRS could naintain
that the formof this transaction should be di sregarded
and in substance, a distribution with a reduction in
tax basis should be deened to have occurred. The $16

mllion reserve amount is the $57 million | noted
previously multiplied by the 28% capital gains tax
rate.
Foll owi ng the presentation, Merrill Parent’s board of directors
approved the plan, including the sale of Merrill Leasing to

| nspi ration.

E. Nonbi ndi ng Letter of |ntent

On July 29, 1986, 1 day after the presentation to its board
of directors, Merrill Parent entered into a nonbinding letter of
intent with Inspiration for the sale of the stock of M. Leasing
to Inspiration. The letter of intent provided a “period of
exclusivity” during which Merrill Parent would negotiate
exclusively with Inspiration to reach an agreenent for the sale
of M. Leasing. Upon executing the letter of intent, the parties
agreed that “if such sale agreenent is not executed on or prior
to August 31, 1986, neither of us intends to proceed with the

transactions contenplated herein.” The letter of intent provided

¥The $37 mllion tax reserve consisted of a $16 million
reserve for the possible disallowance of the deenmed dividend
resulting fromthe cross-chain sale and a $21 mllion reserve for
| ost tax benefits if certain income projections were not
realized.



- 20 -
that “If the conditions to reaching an agreenent are satisfied,
t he aggregate purchase price will be $95, 000, 000", subject to
adjustnment for cash left in M. Leasing, for the val ue of
residuals as determ ned by independent appraisers, and for other
specified adjustnents. The letter of intent al so stated:
It is understood that this letter of intent nerely
constitutes a statenment of our mutual intentions with
respect to the proposed acquisition and does not
contain all matters upon which agreenent nust be
reached in order for the proposed acquisition to be
consunmmated. A binding commtnent with respect to the
proposed acquisition will result only from execution of
definitive agreenents, subject to the conditions
expressed therein.
Fol | owi ng execution of the nonbinding letter of intent, both
Inspiration and Merrill Parent hired outside appraisers to val ue
the | ease portfolio.?®®

On July 29, 1986, Merrill Parent issued a news release to
its enpl oyees announcing that it had entered into a letter of
intent for the sale of a portion of its |easing operations to
Inspiration. Merrill Parent announced that the sale, if

consunmat ed, would result in a realization of after-tax gain of

at least $70 mlIlion and was scheduled to close at the end of

During July and August 1986, petitioner also executed
various transfers within the consolidated group to renove assets
from M. Leasing before its sale to Inspiration. By resolutions
dated July 31 and Aug. 1, 1986, M. Leasing’ s board of directors
aut hori zed paynent of a dividend to M. Capital Resources
consisting of all the capital stock of five subsidiaries of M
Leasi ng, interconpany receivables, cash, and other assets. These
distributions are not at issue in this case.
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1986, “subject to negotiation of definitive docunentation and
normal conditions to closing.”

On August 5, 1986, Inspiration’s board of directors ratified
and retroactively approved the nonbinding letter of intent
between Inspiration and Merrill Parent. The board of directors
aut hori zed the executive conmttee of the board of directors to
“take any and all necessary or desirable actions in connection
with the proposed acquisition of” M. Leasing.

F. Furt her Negoti ati ons Between Petitioner and I nspiration

On August 19, 1986, Inspiration wote a letter to M. Sands
expl ai ning that “Several problens have arisen over the past few
weeks” regarding the purchase of M. Leasing. 1In the letter,
| nspiration advised that it was unable “to finance this
transaction on a secured basis within the tinmeframe and terns of
our agreenent.” Inspiration stated that it had started to review
al ternative nmeans of financing, including both unsecured
financing and the sale of specific |eases fromthe M Leasing
portfolio as a nmeans of financing the transaction and suggested
that the increased cost of the unsecured financing “may justify a
downward adjustnent in the purchase price.” In the letter
| nspiration requested that the ternms of the draft stock purchase
agreenent be altered to accommpdate alternative neans of
financing; i.e., by elimnating a provision in the draft stock

agreenent that prohibited Inspiration fromselling significant
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assets from M. Leasing for a period of 5 years. In addition,
| nspi ration suggested that “Merrill Lynch may have to arrange
with the | essee and the secured noteholders to waive certain
restrictions on transfer of ownership” in order to acconmobdate
its request. Inspiration also pointed out that the existing
draft purchase agreenent did not contain a representation from
petitioner that the cashflows as presented to Inspiration were
correct. Inspiration advised that in order for a |lender or a
purchaser to make financing decisions based on “these cash fl ows,
a legal due diligence revieww ||l be insufficient and it wll be
essential for Merrill Lynch to represent that the cash flows [ of
the | eases] are accurate.” Inspiration concluded its letter by
expressing its continued interest in conpleting the transaction.

In order to give the parties to the letter of intent
additional tinme to finalize their deal, the parties on August 29,
1986, agreed to extend the termof the nonbinding letter of
intent to Septenber 19, 1986, and negoti ations and di scussi ons
continued with Inspiration after August 29, 1986. 16

Shortly after August 29, 1986, petitioner’s appraiser and
| nspiration’ s appraiser conpleted their analysis of residual

val ues. Both appraisers valued the residual values of the |eases

1A Sept. 8, 1986, interoffice nmenorandum from M. Sands
stated that although Inspiration still had not secured financing
to purchase M. Leasing, Inspiration was optimstic that it would
do so. M. Sands also indicated that Inspiration’s financing
efforts were going very well.
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in ML Leasing’s portfolio higher than petitioner and Inspiration
had expected. As a result, the chief financial officer for
Merrill Parent instructed M. Sands to negotiate an increase in
the purchase price from$126.6 mllion to $131.4 mllion. In
accordance with those instructions, M. Sands attenpted to
negoti ate an adjustnent to the purchase price. Although his
efforts apparently were not initially well received, !’ the
parties ultimtely agreed to increase the purchase price by $3
mllion.

I n approxi mately August or early Septenber 1986, petitioner
provided Inspiration with a draft stock purchase agreenent dated
Sept enber 11, 1986.1% On Septenber 16, 1986, the executive
commttee of Inspiration’s board of directors nmet to discuss the
acquisition of M. Leasing. After discussion, the executive
comm ttee approved the Septenber 11, 1986, stock purchase
agreenent substantially in the formpresented. The executive
commttee also authorized Inspiration’s managenent to finalize

t he necessary bank fi nanci ng.

M. Sands was asked by Inspiration’s representatives to
| eave the neeting, and, for at |least a day after the neeting,
| nspiration refused to return phone calls fromeither M. Sands
or petitioner’s attorneys.

8The Aug. 19, 1986, letter fromlnspiration to M. Sands
indicates there was a previous version of the Sept. 11, 1986,
draft stock purchase agreenent. The record is unclear, however
as to when the first stock purchase agreenent was drafted and
ci rcul at ed.
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G M. Leasi ng Stock Purchase Agreenent

Ef fective Septenber 19, 1986, Merrill Parent, M. Capital
Resources, M. Leasing, and Inspiration executed an agreenent for
t he purchase and sale of the stock of M. Leasing (M Leasing
stock purchase agreenent). The M. Leasi ng stock purchase
agreenent was anended as of QOctober 31, 1986, to reflect further
negotiations on certain matters. The purchase price was
$129, 445,843, payable in cash at closing, subject to certain
postcl osing adjustnents. Pursuant to the M. Leasi ng stock
purchase agreenent, the purchase price subsequently was adjusted
based on residual value appraisals for certain |l eases. The sale
of M. Leasing closed on Cctober 31, 1986.

1. 1987 Sale of M. Capital Resources

At the beginning of petitioner’s TYE 1987, M. Capital
Resources was a wholly owned subsidiary of Merrill Parent.® M
Capital Resources was engaged in the business of arranging
equi pnent | easing transactions between third parties and al so
owned various types of equi pnent and ot her tangi bl e personal
property, which it leased to third parties. M Capital
Resources’ busi ness focused on small business |eases. It was

also a partner in certain limted partnerships that held

By resolution dated Apr. 8, 1987, the board of directors
of Merrill Parent approved the formation of a newy organized
corporation, Merrill Lynch Consuner Markets Hol di ngs, Inc.
(Consunmer Markets or MLCMH), and the contribution of all the
capital stock of M. Capital Resources to Consuner WMarkets.
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conputers | eased to | BM and had been active in other types of
financing for mediumsized businesses. M. Capital Resources also
owned the stock of a nunber of subsidiary corporations that were
engaged in the business of arranging equity and debt financing
for mddle- and snall -sized conpani es.

Merrill Parent decided to sell that portion of M. Capital
Resources’ business consisting of the ownership of |eased
property. In the aggregate, the | eases were generating
substantial positive cashflow but had “turned around” for inconme
tax purposes so that if M. Capital Resources continued to hold
them the | eases would generate taxable inconme in excess of
pretax cashflow. Because Merrill Parent did not want M. Capital
Resources’ nonl easing assets to | eave the consolidated group, it
deci ded that M. Capital Resources would sell to other affiliated
corporations the stock of certain subsidiary corporations that
were engaged in lending and financing activities or that owned
ot her assets and businesses that were not related to its core
consuner |easing operations (collectively referred to as the 1987
retai ned assets).?

A. Petitioner Seeks a Purchaser

Merrill Parent decided to conduct the sale of M. Capital

Resources utilizing a bidding process. By February 17, 1987, a

20Seni or managenent deci ded which assets to sell and which
assets to retain within the consolidated group.
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draft prelimnary offering nmenorandum regarding the sale of the
stock of ML Capital Resources (prelimnary offering nmenorandum
had been prepared, as well as a list of prospective buyers and a
projection of an estimated sale price for M. Capital Resources of
bet ween $70 and $80 million, on which was cal cul ated a potenti al
after-tax gain of between $43.5 and $88 million. At sone point
bet ween February 17, 1987, and March 1987, the prelimnary
of feri ng menorandum was finali zed.

| f a potential purchaser was interested after review ng the
prelimnary offering nmenorandum Merrill Parent required that the
potential purchaser sign a confidentiality letter, at which point
t he potential purchaser could request a confidential 3-volune
detail ed of fering menorandum dated March 1987 regarding the
specific leases in M. Capital Resources’ portfolio (3-volune
of fering nmenorandum . Under the bidding procedure established by
Merrill Parent and set forth in the 3-volune offering nenorandum
interested purchasers were required to submt “prelimnary
indications of interest”, including a proposed cash purchase
price, by March 27, 1987. |Imediately thereafter, M Capital
Mar kets and M. Capital Resources would select a |imted nunber of
potential purchasers that woul d be given the opportunity to
performdetail ed due diligence. At that tine, prospective
purchasers woul d be given proposed fornms for a stock purchase

agreenent. Prospective purchasers were required to submt bids
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as to price and terns by April 10, 1987. The 3-volune offering
menor andum i ndi cated that M. Capital Resources “does not intend
to engage in substantial negotiations with respect to the terns
of the Stock Purchase Agreenent” and proposed an April 30, 1987,
cl osi ng date.

On March 13, 1987, the chairman of the board of M. Capital
Resources authorized a five-person teamto pursue the divestiture
of M. Capital Resources, four of whom had been involved in the
sale of ML Leasing. M. Sands again was appoi nted as chi ef
negoti at or.

In and around March 1987, Merrill Parent contacted various
potential purchasers regarding the sale of M. Capital Resources.
The ulti mate purchaser, GATX Leasing Corp. (GATX), on behal f of
itself and BCE Devel opnent, Inc. (BCE), a mmjority-owned
subsidiary of Bell Canada Enterprises (collectively referred to
as GATX/ BCE unl ess otherw se indicated), apparently received the
prelimnary offering nmenorandum sonetinme during March 1987
because M. Capital Markets sent GATX/ BCE a confidentiality
agreenent dated March 23, 1987

B. Section 304 Cross-Chain Sal es

1. Fi ve Subsi di ari es

Ef fective March 28 and March 30, 1987, respectively, the
boards of directors of M. Capital Resources and Merrill Lynch

Realty, Inc. (M. Realty or MLRI), a wholly owned subsidiary of
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Merrill Parent, approved the sale of all the stock of five
subsidiaries wholly owned by M. Capital Resources to M. Realty:
Merrill Lynch Business Financial Services, Inc. (Financial
Services or M.BFS);?' Merrill Lynch Private Capital, Inc.
(Private Capital or MLPC);? Merrill Lynch Venture Capital, Inc
(Venture Capital or MVC); Merrill Lynch Energy Investnents, Inc.
(Energy Investnents or MEIl); and Merrill Lynch R&D Managenent,
Inc. (MLRDM (collectively referred to as the five subsidiaries).

M. Capital Resources and M. Realty entered into a stock
purchase agreenent dated March 30, 1987, for the sale of stock of
the five subsidiaries to M. Realty. The purchase price of the
stock of the five subsidiaries was $53, 972, 607 (whi ch was
all ocated to each subsidiary based on their respective book
val ues). The sale closed on March 30, 1987. Immediately before
its purchase of the five subsidiaries, M. Realty had accumul at ed
earnings and profits that exceeded the purchase price. The sales

of the five subsidiaries were five of the eight cross-chain sales

21Before the sale of Financial Services, effective Mar. 30,
1987, M. Capital Resources contributed certain |oan receivables
and other assets and liabilities with a net book val ue of $10
mllion to Financial Services. These assets and liabilities were
part of the 1987 retained assets and thus were not intended to be
included in the assets of M. Capital Resources at the time of the
sale of its stock.

2private Capital had a substantial negative book net worth
as of Mar. 29, 1987. Before the sale of Private Capital
effective Mar. 30, 1987, M. Capital Resources contributed $32
mllion in cash to the capital of Private Capital and thereby
created a positive book net worth in Private Capital.
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at issue for the taxable year ended Decenber 25, 1987. The
parties agree that these sales were section 304 transactions.

2. M. | nterfundi ng

Merrill Lynch Interfunding, Inc. (M. Interfunding or MlI),
was a wholly owned subsidiary of M. Capital Resources. By
resol utions dated March 27, 28, and 30, 1987, the boards of
directors of ML Capital Resources and M. Asset Managenent
approved the sale of all the stock of M. Interfunding to M. Asset
Managenent .2 M. Capital Resources and M. Asset Managenent
entered into a stock purchase agreenent dated March 30, 1987,
whi ch provided for an initial purchase price of $160 mllion to
be paid at closing with the purchase price to be adjusted as soon
as practicabl e by subsequent agreenent of M. Asset Mnagenent and
M. Capital Resources so as to equal the fair nmarket val ue of the
shares as of March 30, 1987. The sale closed on March 30,

1987.% I mmediately before its purchase of M. Interfunding, M

2By resol ution dated Mar. 27, 1987, the board of directors
of M. Interfunding declared and paid a dividend having a total
val ue of $100 million to M. Capital Resources of certain
preferred stock that it owned in Gelco Corporation (Gelco) plus
the shares of certain unaffiliated corporations (portfolio
stock), which it had acquired as a dividend fromits wholly owned
subsidiary, M. Portfolio Managenent, by resolution dated Mar. 26,
1987. By resolution dated Mar. 28, 1987, M. Capital Resources
contributed the portfolio stock and the Gelco shares to Merril
Lynch Property Holdings, Inc., a direct wholly owned subsidiary
of M. Capital Resources.

24ln a valuation report dated Apr. 18, 1988, Deloitte
Haski ns-Sells determ ned that the fair market value of the stock
(continued. . .)
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Asset Managenent had accunul ated earnings and profits that
exceeded the purchase price. This is the sixth cross-chain sale
at issue for the taxable year ended Decenber 25, 1987. The
parties agree that this cross-chain sale was a section 304
transacti on.

3. Leasi ng Equi pnent

By resolutions dated April 3, 1987, the respective boards of
M. Capital Resources and Merrill Lynch, Pierce, Fenner & Smth,
Inc. (MLPFS), a first-tier wholly owned subsidiary of Merrill
Parent, approved the sale of all the stock of M. Leasing
Equi prrent Corp. (Leasi ng Equi prent or M.LE), a wholly owned
subsidiary of M. Capital Resources, to MLPFS.2® M. Capital
Resources and MLPFS entered into a stock purchase agreenent dated
April 3, 1987. The purchase price for Leasing Equi pment’s stock
was $119, 819,690. The sale closed on April 3, 1987. Imediately

before its purchase of Leasing Equi pnrent, M.PFS had accunul at ed

24(...continued)
of ML Interfunding as of Mar. 30, 1987, was $181, 080, 000. Based
on such appraisal, M. Asset Managenent and Consuner Markets, as
assi gnee of M. Capital Resources’ rights under the M
I nterfundi ng stock purchase agreenent, agreed that M. Asset
Managenment woul d pay Consuner Markets $26, 413,365 as the final
paynment of the purchase price for the M. Interfunding stock
whi ch was the difference between $181, 080, 000 and t he net
consi deration paid at closing of $154, 666, 635.

20n Apr. 2, 1987, M. Capital Resources contributed the
stock of MLL Corporate Partners, Inc., a subsidiary of M. Capital
Resources engaged in nonleasing activities, to Leasing Equi pnent.
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earnings and profits that exceeded the purchase price. This is
the seventh cross-chain sale at issue for the taxable year ended
Decenber 25, 1987. The parties agree that this cross-chain sale
was a section 304 transaction.

C. The Sale of M. Capital Resources

Pursuant to the bidding procedure governing the sale of M
Capital Resources, petitioner received five or six bids,
i ncluding one from GATX BCE. The bid from GATX/ BCE, dated Apri
21, 1987, contained the principal ternms upon which GATX/ BCE was
prepared to purchase all the outstanding shares of M. Capital
Resources (April 21, 1987, bid proposal).? GATX BCE proposed a
base purchase price of $63 mllion, plus 70 percent of certain
resi dual paynents in excess of $27 mllion. GATX/ BCE s April 21,
1987, bid proposal specifically provided, anong other things, the
foll ow ng conditions precedent: (1) GATX/BCE would enter into a
purchase agreenment only upon the receipt of all requisite
corporate approvals, including approvals by the boards of GATX
and BCE, and (2) satisfactory conpletion of further due
diligence. The further due diligence included, but was not
l[imted to, review of the basic and rel ated docunentation, review

of audited financials of the IBM partnerships and M. Capital

26Al t hough t he bi ddi ng procedure required each prospective
purchaser to submt by Mar. 27, 1987, prelimnary indications of
interest outlining a proposed purchase price, the record contains
no information regarding what, if anything, GATX/ BCE subm tted.
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Resources, and review of a report prepared by IBM Credit
Corporation for the partners of the |IBM partnerships.

On April 23, 1987, a formal presentation regarding the sale
of M. Capital Resources was nade to Merrill Parent’s board of
directors at its regular neeting. The presentation was nade by
Courtney F. Jones. The substance of the presentation was
summarized in a witten summary and slides illustrating the
details of the plan for the sale of M. Capital Resources. The
witten summary began as foll ows:

We have identified a significant econom c benefit,

based on an opportunity in the tax law, in selling

Merrill Lynch's proprietary m ddl e market | ease

busi ness. This econom c benefit can be achi eved by

structuring a transaction to sell the stock of one of

our |easing subsidiaries, Merrill Lynch Capital

Resources. W believe that such a sale could

realistically result in an after-tax financial

statement gain of approximately $73 mllion.

In conjunction with Merrill Lynch Capital Markets we

have identified a purchaser. The purpose of this

presentation is to secure your approval for the

Executive Committee to approve the final details of the

transaction and sign the definitive agreenent.

The witten sunmary |aid out the various steps of the plan to
di spose of Merrill Lynch’s proprietary m ddl e-market | ease
business culmnating in the sale of ML Capital Resources’ stock.

The witten sunmary informed the board of directors that--

due to the exhaustion of tax benefits, many of * * *

[ ML Capital Resources’] |eases have begun to produce

taxabl e income in 1987. The projected cash flow from

the leases will in nost years not be sufficient to
service the debt and the tax liability generated by the
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| eases. Accordingly, it is an opportune tinme to sel
this business to an appropriate purchaser.

The witten summary al so inforned the board of directors that
because Merrill Parent did not intend to withdraw fromthe
“Lending Activities” aspect of the business, Merrill Parent “wll
first renove the assets and operations related to the businesses
we wsh to retain” and will “transfer all of the subsidiaries of
M. Capital Resources el sewhere within our Corporate structure” in
three steps before ML Capital Resources’ stock was sold: (1) M
Capital Resources had already sold M. Interfunding’ s stock to M.
Asset Managenent for its net book val ue of approximately $160
mllion; (2) M. Capital Resources had already sold the stock of
certain of its subsidiaries to M. Realty Inc. for approximtely
$50 million; and (3) M. Capital Resources will declare a $459
mllion dividend to its parent conpany, Merrill Lynch Consuner
Mar ket s Hol di ngs, Inc. (Consuner Markets), consisting of cash
received from M Asset Managenent and M. Realty, existing cash
bal ances, the stock of the remaining subsidiaries, receivables,
and liabilities. The board was infornmed that after these
transfers were conpleted, M. Capital Resources “w |l have equity
of approximately $40 mllion” and “we will be in a position to
sell” M. Capital Resources’ stock

The presentation identified “a joint venture between BCE
Devel opnent, Inc., a wholly owned U. S. subsidiary of Bell Canada

and GATX Leasi ng Corporation, a wholly owned subsidiary of GATX
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Corporation” as the likely purchaser and estimated a sal es price
of $70 mllion, consisting of $62 mllion in cash plus the
assunption of $8 million in liabilities. The presentation also
expl ai ned how the sale price was determ ned, quantified the
after-tax incone and the tax benefit that would result fromthe
sale, explained the tax risks of the transaction, and recommended
the creation of a $35 mllion tax reserve for the transaction.?’
In cal culating the recormended reserve, the presentation stated
the foll ow ng:

As you can imagine, it is the tax aspects that make
this sale especially attractive. The Tax Departnent,
in conceiving this transaction, has creatively applied
two different tax concepts to maxim ze the cal cul ation
of Merrill Lynch's tax basis in M. Capital Resources.

* * * * *

The second tax concept deals with the creation of
approximately $210 million in tax basis. This basis is
created by selling the stock of certain M. Capita
Resources subsidiaries to MLAMand M. Realty Inc. for
$210 million, rather than distributing this value to M
Consumer Markets Holdings Inc. Under the tax rules the
sale is recharacterized as two separate transactions; a
di vidend by MLAM and MLRI to M.CR of $210 mllion and a
contribution to the capital of MLAM and MLRI by M.CR of
approximately the same anount. The dividend received
by MLCR increases Merrill Lynch’s tax basis in MCR by
$210 million. MCR s contribution to the capital of
M_LAM and MLRI has no effect on tax basis.

2"The $35 million tax reserve consisted of a $14 nmillion
reserve for the possible disallowance of the deenmed dividend
resulting fromthe cross-chain sale and a $21 mllion reserve for
| ost tax benefits if certain income projections were not
realized.
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The final step is for MLCR to declare a dividend of

cash, certain subsidiaries, and receivables to M.

Consuner Markets Hol dings Inc. This interconpany

dividend triggers a taxable gain that also increases

our tax basis in MLCR Wat remains is our tax basis

at the time of sale, $340 mllion.

As our basis in the stock is greater than the sales

price, the sale results in a $278 million long term

capital loss. This capital loss wll offset other |ong

termcapital gains, resulting in a tax benefit of $94

mllion.

The interconpany dividend to M. Consuner Markets

Hol dings triggers a tax liability of $8 mllion, which

reduces the maxi mum potential tax benefit to $86

mllion.

The summary represented that Merrill Parent’s corporate | aw
departnment and outside counsel had already prepared a proposed
definitive sales agreenent and that the purchaser had submtted
its desired contract changes, which were being negoti at ed.

Al t hough the sunmary requested the board of directors to

aut hori ze the executive commnttee to approve the final details of
the transaction and to sign the definitive agreenent for a

m ni mum sal es price of $70 mllion, the board authorized the
proper officers to finalize the sale of all the capital stock of
M. Capital Resources for not |less than $60 million, subject to
adj ustnents based on the valuation of certain assets.

D. GATX/ BCE Modifies Its Initial Bid

In a letter addressed to M. Sands dated April 27, 1987,

GATX nodified its April 21, 1987, bid proposal (April 27, 1987,
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bi d proposal).?® GATX reconfigured its April 21, 1987, bid
proposal from$63 mllion, plus 70 percent of the discounted

val ue of the residual paynments in excess of $27 million, to $66
mllion, plus 40 percent of the discounted val ue of residual
paynments in excess of $29.5 million. The April 27, 1987, bid
proposal stated that, except for the replacenent of the original
paragraphs in the April 21, 1987, bid proposal concerning the
purchase price, “all other terns and conditions remain
unchanged.” As of April 27, 1987, GATX/ BCE had not evaluated the
| ease portfolio of M. Capital Resources, and the proposed
purchase price was based on the representations nmade in the

of feri ng menorandum

E. Nonbi ndi ng Letter of |ntent

On May 22, 1987, Merrill Parent entered into a nonbinding
letter of intent wwth GATX/BCE for the sale of the stock of M
Capital Resources (nonbinding letter of intent). The nonbindi ng
letter of intent confirnmed that Merrill Parent had provi ded
GATX/BCE with a draft sal e agreenent containing a description of
the assets in which M. Capital Resources had an equity interest
as of the proposed closing date. The nonbinding |letter of intent
set forth pricing terns identical to those set forth in GATX s

April 27, 1987, bid proposal; i.e, $66 mllion plus 40 percent of

28The record is unclear as to whether a second round of bids
was conducted or whether petitioner nerely asked GATX/ BCE to
nodi fy its original bid.
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t he di scounted val ue of residual paynments in excess of

$29, 500, 000. The nonbinding letter of intent specifically stated
that the parties were bound by the ternms of their March 23, 1987,
confidentiality agreenent. The nonbinding letter of intent also
st at ed:

The consummati on of the acquisition contenpl ated
herein is subject to (i) negotiation and execution of
definitive agreenents acceptable in formand substance
to * * * [GATXBCE] and * * * [petitioner], (ii) no
change having occurred in the federal income tax |aws
or the regulations of the U S. Treasury promul gated
t hereunder that would materially adversely alter the
econom c effect of the transactions contenpl ated
herein, (iii) approval of the transactions contenpl ated
herein by * * * [petitioner’s] Executive Cormttee and
by the appropriate corporate authorities for * * *

[ GATX/ BCE], (iv) consummation of satisfactory secured
financing by * * * [GATX/ BCE] and (v) other customary
and appropriate closing conditions.

F. GATX Finance Comm ttee Approva

On or about May 29, 1987, the GATX Finance Committee net to
consi der the proposed acquisition of M. Capital Resources. A
witten proposal presented at that neeting stated that GATX was
“awarded the transaction” based on its initial and nodified bid
proposal s and was “invited to performa due diligence
investigation.” The witten proposal also stated that, upon
conpletion of the due diligence process, GATX/ BCE reserved the
right to adjust the purchase price based on its due diligence
findings in the event that any information in the 3-volune
of fering menorandum was incorrect. The witten proposal also

recommended that the base purchase price be reduced to $63.3
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mllion as a result of an increase in the reserve for |osses and
a net reduction in expected future residual val ues.

On June 1, 1987, the GATX Finance Conmittee approved the
proposal to acquire the capital stock of M. Capital Resources for
a purchase price of $63.3 mllion, subject to certain specified
conditions. The GATX Finance Comm ttee recommended that the
proposed transaction be forwarded to the GATX board of directors.

G Continued Negoti ati ons

After executing the nonbinding letter of intent, petitioner
and GATX/ BCE continued their negotiations. |In conjunction with
GATX/ BCE s due diligence review of the | ease portfolio,
petitioner and GATX/ BCE agreed that it was inpractical to exam ne
each | ease separately because the | ease portfolio consisted of
such a large nunber of relatively snmall |eases. Therefore, they
agreed to use a “statistical sanpling technique”, whereby the
parties would jointly pick a certain nunber of |eases at random
to examne in significant detail and conpare themto the
representations made by Merrill Parent in the 3-volune offering
menmor andum  The results of the “statistical sanple” were not
satisfactory to GATXBCE; i.e., a |larger than expected portion of
the | eases did not coincide with Merrill Parent’s representations
in the 3-volune offering nmenorandum

From May 22 through June 25, 1987, negotiations continued in

order to accommopdate the adjustnents reveal ed by the due
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diligence review. Anobng ot her concessions, petitioner
represented to GATX that to the best of petitioner’s know edge,
as of the date of the closing, the schedules in the contract were
the actual status of the individual |eases and, to the extent
they were not, there would be a postclosing adjustnent to
accurately reflect the discrepancies.

During the negotiations, GATX requested that M Vessel
Leasi ng Corporation (Vessel Leasing), a wholly owned subsidiary
of ML Capital Resources, not be included in the M. Capital
Resources portfolio because GATX/ BCE could not own the assets in
Vessel Leasing due to restrictions under Federal |aws.?® By
resol ution dated June 10, 1987, the respective boards of M
Capital Resources and M. Asset Managenent approved the sale of
all the stock of Vessel Leasing to ML Asset Managenent. On that
sanme date, M. Capital Resources and M. Asset Managenent entered
into a stock purchase agreenent with respect to Vessel Leasing s
stock. The purchase price for the stock was $367,481. The sale
cl osed on June 10, 1987. |Immediately before its purchase of
Vessel Leasing, M. Asset Managenent had accunul ated earni ngs and
profits that exceeded the purchase price. This is the eighth

cross-chain sale at issue for the taxable year ended Decenber 25,

2BCE was a Canadi an corporation and could not legally own a
vessel that had been financed by the U S. Governnent.



- 40 -
1987. The parties agree that this cross-chain sale was a section
304 transacti on.

H Sale of M. Capital Resources Is Finalized

By resolution dated June 18, 1987, M. Capital Resources
board of directors authorized the sale of its stock to GATX/ BCE
As of June 25, 1987, Merrill Parent, Consuner Markets, M. Capital
Resources, and GATX/ BCE entered into an agreenent for the
purchase and sale of stock of M. Capital Resources for a fixed
cash consi deration of $50, 447,996, payable at closing (subject to
adj ustnents for working capital and certain residual proceeds),
and a contingent cash paynent based on the realization of certain
resi dual values due on or before January 1, 1995, but not to
exceed $15 mllion. The sale closed on June 26, 1987. Merril
Parent represented to GATX/BCE that, to the best of its records
and know edge, as of the date of the closing the schedul es
attached to the contract would contain accurate information about
each of the individual |eases. To the extent that the schedul es
did not contain accurate information, there would be postclosing
adjustnments. Wth one exception, Merrill Parent did not
guarantee the obligations of the | essees. Merrill Parent also
di d not guarantee the residual values of any |eases.

On its consolidated Federal incone tax return for the
t axabl e year ended Decenber 25, 1987, petitioner clained a | ong-

termcapital loss in the amunt of $466, 985,176 fromthe sal e of
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M. Capital Resources’ stock, conputed as foll ows:

Sale price $49, 581, 304
Less: basis in M. Capital Resources 516, 566, 480
Capital |oss (466, 985, 176)

[, Noti ce of Deficiency

Respondent mailed a tinely notice of deficiency to
petitioner on August 20, 1998, which set forth a nunber of
adjustnents to petitioner’s taxable incone for the years at
issue. The only adjustnments in dispute are respondent’s
determ nations (i) decreasing the long-termcapital |oss reported
by ML Capital Resources on the 1986 sale of the stock of M
Leasing to Inspiration on the ground that M. Capital Resources’
basis in the stock was overstated by $73, 320,471, and to (ii)
decreasing the long-termcapital |oss reported by Consuner
Markets on the 1987 sale of the stock of M. Capital Resources to
GATX/ BCE on the ground that Consunmer Markets’ basis in the stock
was overstated by $328, 826, 143. 3°

OPI NI ON

Appli cabl e St atutes

The parties agree that section 304 applies to the nine

cross-chain sales and that section 304 treats the cross-chain

39The $328, 826, 143 adjustnent to the basis of the stock of
Capital Resources in respondent’s notice equals the sumof (i)
t he $53, 972, 607 aggregate purchase price for the five
subsidiaries, (ii) the $154,666,365 initial purchase price for M
Interfunding, (iii) the $119, 819,690 final purchase price for
Leasi ng Equi prent, and (iv) the $367,481 purchase price of Vessel
Leasi ng.
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sales as redenptions. The parties disagree, however, as to
whet her the redenptions nust be taxed as distributions in
exchange for stock under section 302(a) or as distributions of
property under section 301.

Bef ore section 304 was enacted, a parent corporation could
extract earnings fromits related corporations while avoi ding
ordinary dividend treatnent by selling the stock of one of its
controll ed corporations to another of its controlled

corporations. See, e.g., Wananmaker Trust v. Conmm ssioner, 11

T.C. 365 (1948), affd. per curiam 178 F.2d 10 (3d Cr. 1949). 1In
1950, section 304 was enacted to prevent the bailout of corporate
earnings and profits through sales involving subsidiary
corporations. See Revenue Act of 1950, ch. 994, 64 Stat.906; see
al so H Rept. 2319, 81st Cong., 2d Sess. (1950), 1950-2 C B. 380,
420; S. Rept. 2375, 81st Cong., 2d Sess. (1950), 1950-2 C.B. 483,
514. In 1954, section 304 was anended to prevent the bail out of
corporate earnings and profits using brother-sister corporations.
See H Rept. 1337, 83d Cong., 2d Sess. A79 (1954); S. Rept. 1622,
83d Cong., 2d Sess. 239 (1954). This antibailout provision
provi des the analytical framework for both parties’ argunents in
this case.

The pertinent part of section 304(a)(1) provides that, for
pur poses of section 302, if one or nore persons are in control of

each of two corporations, and in return for property, one of the



- 43 -
corporations acquires stock in the other corporation fromthe
person so in control, then such property shall be treated as a
distribution in redenption of the stock of the corporation
acquiring such stock. See also Rev. Rul. 70-496, 1970-2 C. B. 74.
If a stock acquisition is governed by section 304(a), any
determ nation as to whether the stock acquisition is to be
treated as a distribution in part or full payment in exchange for
the stock nust be nmade by reference to the stock of the issuing
corporation.3 Sec. 304(b)(1). Section 318, as nodified by
section 304(b)(1), applies in determ ning whether the requisite
control under section 304(a) exists.

Section 304(a)(1) recharacterizes what appears to be a sale
as a redenption by treating the sale proceeds as a distribution
in redenption of the acquiring corporation’s stock and requiring
that the tax consequences of the distribution be determ ned under
sections 301 and 302. Section 302(a) provides that if a
corporation redeens its stock, the redenption shall be treated as
a distribution in part or full paynent in exchange for the stock
if the redenption qualifies as one of four types of redenptions
listed in section 302(b)--a redenption that is not essentially
equi valent to a dividend (section 302(b)(1)), a substantially

di sproportionate redenption of stock (section 302(b)(2)), a

3 n this case, the issuing corporations are Merl ease, the
five subsidiaries, M. Interfunding, Leasing Equi pnment, and Vessel
Leasing. See sec. 304(b)(1).



- 44 -

redenption in conplete termnation of a shareholder’s interest
(section 302(b)(3)), or a redenption froma noncor porate
sharehol der in partial liquidation (section 302(b)(4)). If the
deened redenption does not qualify under section 302(b), then the
distribution is governed by section 301. 3%

In this case, respondent relies only upon section 302(b)(3),
claimng that the deened section 304 redenptions, when integrated
with the sales of the target corporations, conpletely term nated
the target corporations’ ownership of the issuing corporations.
Section 302(b)(3) provides that “Subsection(a) shall apply if the
redenption is in conplete redenption of all of the stock of the

corporation owned by the shareholder.” See Bleily & Collishaw,

Inc. v. Comm ssioner, 72 T.C. 751, 756 (1979), affd. w thout

publ i shed opinion 647 F.2d 169 (9th Cr. 1981). The attribution
rul es under section 318(a) apply in determ ning ownership of
stock for purposes of section 302. See sec. 302(c)(1).

1. The Parties’ Argunments Regarding the Applicable Legal
St andard

Odinarily, whether a redenption results in the conplete
termnation of a shareholder’s interest in a corporation under

section 302 is determned imedi ately after the redenption. Sec.

32Sec. 301(a) provides: “Except as otherw se provided in
this chapter, a distribution of property (as defined in section
317(a)) made by a corporation to a shareholder with respect to
its stock shall be treated in the manner provided in subsection

(c).”
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302(b)(3) and (c)(2)(A). In sone circunstances, however, both
t axpayers and the Conm ssioner have argued that a redenption
shoul d not be tested under section 302(b) imrediately after the
redenption but only after another related transaction has

occurred. See, e.g., Bleily & Collishaw, Inc. v. Conm ssioner,

supra; N ederneyer v. Conm ssioner, 62 T.C 280 (1974), affd. 535

F.2d 500 (9th Cr. 1976).

In this case, petitioner contends that the deened section
304 redenptions, i.e., the nine cross-chain sales, should be
tested under section 302(b)(3) wthout integrating themwth the
| ater sales of the target corporations. Petitioner asserts that
t he deened section 304 redenptions, standing alone, did not
conpletely term nate the target corporations’ actual and
constructive ownership interest in the issuing corporations
because, under the attribution rules of section 318, the target
corporations continued to hold an ownership interest in those
corporations follow ng the redenptions. Respondent contends,
however, that the section 304 redenptions at issue in this case,
i.e., the nine cross-chain sales, nust be integrated with the
| ater sales of the target corporations in order to decide under
section 302(b)(3) whether the target corporations’ constructive
ownership of the transferred stock under section 318 was
conpletely termnated. The parties rely on different |egal

standards in support of their respective positions.
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Petitioner relies on a test articulated by this Court in

Ni eder mreyer v. Commi Ssioner, supra at 291. Petitioner clains

that this Court has consistently used the N ederneyer test to

deci de whet her a redenption should be integrated with other
allegedly related transactions in order to ascertain the tax

consequences of the redenption. |In N ederneyer, we held that, if

a redenption, standing alone, fails to qualify under section
302(b)(3), the redenption will neverthel ess be subject to sale or
exchange treatnent “Were there is a plan which is conprised of
several steps, one involving the redenption of stock that results
in a conplete termnation of the taxpayer’s interest in a
corporation”. 1d. at 291. However, we required that “the
redenption nust occur as part of a plan which is firmand fixed
and in which the steps are clearly integrated.” [1d. Petitioner

describes the Ni ederneyer test as a “variation of the step

transaction doctrine” and asserts that “Wiile the test permts

amal gamati on of steps that are not subject to an ‘absolutely’

bi nding contract, it leaves little roomfor contingency”.
Petitioner relies on this Court’s opinions in Mnson v.

Comm ssioner, 79 T.C. 827, 837 (1982), Roebling v. Conm Sssioner,

77 T.C. 30 (1981), and Bleily & Collishaw, Inc. v. Conm SsSioner,

supra at 756, to support its position. According to petitioner,
each of the three above-cited cases had the followng facts in

common: (1) Each case involved a partial redenption that was
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held to be part of a firmand fixed plan; (2) in each case, the
conplete termnation of the shareholder’s interest required a
party not controlled by the taxpayer to acquire the remaining
shares; and (3) at the tine of the redenption, the third-party
purchaser had al ready negotiated for and made a firm conm t ment
to acquire the renmaining shares. Petitioner extracts fromthe
cases the conclusions that, where an alleged plan to conpletely
term nate a sharehol der’s ownership requires the participation of
athird party, the third party nmust have conmtted to the plan at
| east in substance on or before the redenption date in order for

Ni ederneyer’s “firmand fixed plan” requirement to be satisfied

and that a taxpayer’s unilateral plan can never be a firm and
fixed plan. Petitioner’s analysis and argunents, therefore,
focus primarily on whether there was an agreenent in substance
with the third-party purchasers of the target corporations’ stock
on the dates of the deened section 304 redenptions; i.e., the

ni ne cross-chain sales.

Respondent rejects petitioner’s attenpt to focus the Court’s
eye primarily on the third-party purchasers who acquired the
target corporations’ stock and argues for the application of an
i ntent-based test drawn fromthe decision of the U S. Court of

Appeals for the Sixth Grcuit in Zenz v. Quinlivan, 213 F.2d 914

(6th Gr. 1954) and pertinent opinions of this Court, including

but not limted to, N ederneyer v. Conm ssioner, supra. Citing
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Zenz, respondent argues that a partial redenption, which is one
of a series of transactions intended to term nate conpletely a
sharehol der’s ownership interest in a corporation, mnust be
integrated with the related transactions for purposes of section
302(b)(3) and treated as a sale or exchange. Under respondent’s
articulation of the relevant |egal standard:

As a result of the decision in Zenz, other
transactions nust be taken into account in testing
whet her a redenption is a distribution under 8 301 or a
sal e or exchange under 8 302(a) where the redenption is
part of a firmand fixed plan to term nate a
shareholder’s interest in a corporation. N ederneyer
v. Comm ssioner, 62 T.C. 280 (1974), aff’d 535 F.2d 500
(9th Cr. 1976) (articulating a Zenz-like standard).
As subsequent applications of the Zenz doctrine nake
clear, the sequence of planned transactions is
irrel evant where the overall result is the conplete
term nation of a shareholder’s interest. United States
v. Carey, 289 F.2d 531 (8th Cr. 1961) (hol ding that
Zenz applies when the redenption precedes the stock
sal e pursuant to a plan); see also B. Bittker and J.
Eustice, Federal Incone Taxation of Corporations and
Sharehol ders, 19.06[3] at 9-42 (6th ed. 1994)(“[I]f the
formof the distribution is cast as a redenption, its
treatnent as a sale under Zenz is highly likely unless
the prelimnary redenption transaction can be separated
fromthe later sale.”) [Fn. ref. omtted.]

In its reply brief,3 petitioner dism sses respondent’s reliance

3¥In their reply briefs, both parties argue alternatively
that the applicable standard is derived fromthe step transaction
doctrine and that one of three tests for decidi ng whether the
step transaction doctrine should be applied, but not all three
tests, nmust be used in this case to analyze the sec. 304
redenptions and the |ater sales. Petitioner contends that only
t he binding commtnent test should be used, and respondent
contends that only the end result test should be used. For a
detail ed description of the three tests, see Andantech L.L.C v.
Comm ssioner, T.C Meno. 2002-97. W decline to apply any of the

(continued. . .)
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on Zenz, claimng that “its relevance to this case is at best
tangential.” Petitioner notes that Zenz involved both a tax year
prior to the enactnent of section 302 and a different factual
situation. In Zenz, the sole sharehol der of a corporation sold
some of her stock first, and a short tine later, the issuing
corporation redeened the remai nder of her stock. Petitioner
di stingui shes Zenz fromthe instant case because “The order of
sal e and subsequent redenpti on was chosen to reduce taxes--that
is, to avoid dividend treatnent fromthe redenption |leg”, the
redenption conpletely term nated the taxpayer’s interest in the
corporation, and the Comm ssioner was attenpting to reorder the
transactions in order to obtain dividend treatnent for the
redenption proceeds. Petitioner urges this Court to limt the
application of the Zenz intent-based test to cases where the form
of the transactions and the intent of the taxpayer coincide as it
did in Zenz and to decline to apply the test in cases such as
this where the issue to be decided is “whether a redenption that
does not termnate the shareholder’s interest and a | ater sale

that does termnate that interest are sufficiently related to

justify treating a non-termnating redenption as part of the

| ater sale transaction.”

33(...continued)
three tests because the applicable | egal standard is that
identified el sewhere in this Opinion.



- 50 -

[11. Analysis of the Nine Cross-Chain Sal es

A | n General

Each party clains that the applicable | egal standard is
clear and that the | egal standard, when applied to the facts,
supports a decision in that party's favor. The parties rely on
many of the sanme cases to support their respective positions.

The parties’ argunents, however, are so dianetrically opposite
regarding their interpretation of the cases that we nust turn to
an exam nation of the principal cases on which both parties
rely.3 A careful exam nation of the pertinent facts and

hol di ngs of these cases is necessary to respond adequately to the
parties’ detailed and often tortured parsing of these cases in

support of their respective argunents.

3petitioner also relies on several anticipatory dividend
cases to bolster its argunents regarding the cross-chain sales.
See TSN Liquidating Corp., Inc. v. United States, 624 F.2d 1328
(5th Cr. 1980); Litton Indus., Inc. v. Conm ssioner, 89 T.C
1086 (1987); dlnmore v. Conm ssioner, 25 T.C. 1321 (1956); Coffey
v. Comm ssioner, 14 T.C 1410 (1950); Rosenbloom Fin. Corp. v.
Comm ssioner, 24 B.T.A 763 (1931). 1In each of the anticipatory
di vidend cases decided by this Court, we held that a
corporation’s distribution of a dividend to a sharehol der before
t he sharehol der sold his stock was taxable as a dividend and not
as part of the later stock sale. The dividend transactions did
not involve the exchange of stock for consideration. W agree
Wi th respondent that the anticipatory dividend cases are
di stingui shable fromthis case, and we do not consider them
further. See Bittker & Eustice, Federal |ncome Taxation of
Cor porati ons and Sharehol ders, par. 8.07[2][a], at 8-66 (7th ed.
2002) (“In order to obtain the hoped-for dividend result, it is
inportant that the selling sharehol der not surrender any of its
target stock to the corporation because use of the redenption
format wll likely trigger sale treatnent.”)
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1. Zenz v. Quinlivan

In Zenz v. Quinlivan, 213 F.2d 914 (6th G r. 1954), the sole

shar ehol der of a corporation decided to sell the corporation to a
conpetitor. Because the conpetitor did not want to assune the
tax liabilities associated with the corporation’s accunul at ed
earnings and profits, the conpetitor purchased only part of the
sharehol der’s stock. Three weeks |ater, after a corporate
reorgani zati on and corporate action, the corporation redeened the
bal ance of the shareholder’s stock. On her tax return, the
redeened sharehol der reported the transaction as a redenption of
all of her stock under section 115(c) of the Internal Revenue
Code of 1939 and cl ainmed that the transaction nust be treated as
a sal e or exchange of stock. The Conmm ssioner determ ned that
the redenption was essentially equivalent to the distribution of
a taxabl e dividend and recharacteri zed the redenpti on proceeds as
di vi dend i ncone.

The Court of Appeals for the Sixth Circuit reversed the
deci sion of the |ower court, which had upheld the Comm ssioner’s
determ nation. The Court of Appeals acknow edged the “general
principle” that “a taxpayer has the legal right to decrease the
anount of what otherw se would be his taxes or altogether avoid

them by nmeans which the law permts.” Zenz v. Quinlivan, supra

at 916. The Court of Appeals refused to decide the issue

present ed based on the taxpayer’s notivation to avoid taxes.
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Instead, it exam ned the nature of the transaction in order to
decide if it was, in substance, a dividend distribution or a
sale. The Court of Appeals held that the redenption was not
essentially equivalent to the distribution of a dividend because
the taxpayer intended “to bring about a conplete Iiquidation of
her hol dings and to becone separated fromall interest in the
corporation”, and the redenption conpletely term nated her
interest in the corporation. 1d. at 917.

2. Ni eder reyer v. Commi SSi oner

Twenty years after Zenz v. Quinlivan, supra, was deci ded,

this Court decided the tax effect of a sale in the context of

section 304. In N ederneyer v. Conm ssioner, 62 T.C. 280 (1974),

the relevant issues were whether the taxpayers’ sale of all of
their conmmon stock in Anerican Tinber & Trading Co., Inc. (AT&T)
to Lents Industries, Inc. (Lents) was a redenption involving a
rel ated corporation under section 304(a)(1) of the Internal
Revenue Code of 1954 and, if so, whether the redenption should be
treated as a distribution in exchange for the redeened stock
under section 302(a) or as a distribution to which section 301

applies. The taxpayers in N ederneyer sold all of their common

stock but not their preferred stock in AT&T to Lents on Septenber
8, 1966. On the date of the sale, the magjority of Lents’ stock
was owned by the taxpayers’ sons. On Decenber 28, 1966, the

t axpayers contributed their AT&T preferred stock to the
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Ni eder neyer Foundation, a tax-exenpt organi zation. The taxpayers
all eged that the distribution by Lents to themwas in exchange
for their AT&T stock. The Conm ssioner alleged that the sal e was
a section 304 transaction between rel ated corporations and that
the distribution was a taxabl e dividend under sections 301 and
302.

This Court first considered whether the sale was a deened
redenpti on under section 304(a)(1l). After applying the
constructive ownership rules of section 318(a) as required by
section 304(c), this Court concluded that the taxpayers were in
control of both AT&T and Lents imediately prior to the sale and
that the transaction in which Lents acquired the taxpayers’ AT&T
comon stock nmust be treated as a redenption under section
304(a)(1).

This Court then addressed the taxpayers’ contention that,
even if the sale were treated as a deened redenption under
section 304(a)(1), the taxpayers nevertheless were entitled to
treat the distribution fromLents as full paynment in exchange for
their AT&T stock under section 302(a) by neeting one of the
conditions of section 302(b). After rejecting the taxpayers’
argunent under section 302(b)(1), the Court turned to their
argunents under section 302(b)(3). Anobng other things, the
t axpayers argued that the distribution was in conplete

termnation of their ownership interest in AT&T, contending that
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the distribution and their subsequent gift of their AT&T
preferred stock were parts of a single plan to conpletely
termnate their actual and constructive ownership of AT&T before
the end of 1966.

In Ni ederneyer, this Court acknow edged that, where there is

a plan consisting of a redenption and one or nore other steps

that results in a conplete termnation of the taxpayer’s interest

in a corporation, section 302(b)(3) nmay apply. N ederneyer V.

Conm ssi oner, supra at 291 (citing in support Leleux v.

Comm ssioner, 54 T.C. 408 (1970); Estate of Mathis v.

Commi ssioner, 47 T.C 248 (1966)). The Court enphasi zed,

however, that the redenption “nust occur as part of a plan which
is firmand fixed and in which the steps are clearly integrated.”
Id.

After searching the record for evidence in support of the
t axpayers’ alleged plan, the Court concluded that the evidence
presented was “too insubstantial to prove the existence of such a
plan.” 1d. Anong the facts on which the Court relied were the
fol | ow ng:

(1) The alleged plan was not in witing, and there was no
i ndi cation that the taxpayers comruni cated their donative
intention to the charity or to anyone.

(2) The taxpayers’ son who testified at trial about the

Lents stock acquisition did not nention any desire on the
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taxpayers’ part to conpletely termnate their ownership interest
in AT&T.
(3) The taxpayers could easily have changed their m nds
regarding their avowed intention to donate their preferred stock.
(4) The taxpayers failed to show that their alleged decision
to donate the preferred stock was in any way fixed or binding.
This Court enphasized that a plan sufficient to pass nuster under
section 302(b)(3) did not need to be “in witing, absolutely
bi ndi ng, or communi cated to others” but that “the above-nentioned
factors, all of which are | acking here, tend to show a plan which
is fixed and firm” |d. at 291-292.

Al t hough the Court in N ederneyer did not expressly state

that the plan to which it was referring was a plan of the

t axpayers, such a conclusion is warranted. The Court rejected

t he taxpayers’ self-serving testinony regarding their intention
to donate and searched instead for objective evidence that the
deened section 304 redenption and the later gift were integrated
parts of a firmand fixed plan on the part of the taxpayers to
conpletely terminate their ownership interest; i.e., a plan
consisting of clearly integrated steps to which the taxpayers
were firmy commtted.

3. Benjam n v. Conm Ssi oner

In Benjam n v. Conm ssioner, 66 T.C. 1084 (1976), affd. 592

F.2d 1259 (5th Cr. 1979), the issue presented was whether the
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redenption of the taxpayer’'s class A preferred voting stock by a
famly-held corporation was essentially equivalent to a dividend
under section 302(b)(1) of the Internal Revenue Code of 1954. In
deciding the tax effect of the redenption, this Court addressed
t he taxpayer’s argunent that the redenption was pursuant to a
pl an of redenption that, when fully inplenmented, would conpletely
termnate the taxpayer’s ownership interest. The evidence at
trial failed to disclose any commbon under st andi ng anong t he
sharehol ders or the redeem ng corporation as to the timng of, or
procedure for, the alleged redenption plan, nor was there any
evi dence of a concrete plan involving the sharehol ders or the
corporation. After examning the record, this Court concl uded
there was no credible evidence of any firmplan to redeem noting
t hat “vague anticipation” was not enough to constitute a plan.
Id. at 1114.

4. Paparo v. Commi ssi oner

In Paparo v. Comm ssioner, 71 T.C. 692 (1979), the taxpayers

wer e sharehol ders of Nashville Textile Corp. (Nashville) and
Jasper Textile Corp. (Jasper), two wonen’s apparel manufacturers,
and House of Ronnie, Inc. (Ronnie), the corporation that designed
and marketed the clothing nmade by Nashville and Jasper. |n order
to inprove their sales devel opnent effort, the taxpayers
approached |I. Amsterdam a successful sales organization. The

sharehol ders of |I. Amsterdam al so owned Deni se Lingerie Co., a
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wonen’ s apparel manufacturer. The taxpayers concluded that if
Ronni e coul d acquire Denise in exchange for Ronnie’s stock,
Ronni e woul d acquire not only Denise’s manufacturing facilities
but also the sales relationship with I. Amsterdam |In the early
part of 1969, negotiations began. Denise’s sharehol ders were
interested in the taxpayer’s acquisition proposal but would not
consi der accepting stock in a privately held corporation.

In conjunction with the proposed acquisition of Denise, the
t axpayers began to explore taking Ronnie public. The underwiter
t hey had sel ected recomended that Nashville and Jasper be
conbi ned with Ronnie before the public offering. In January
1970, the taxpayers and anot her sharehol der of Nashville and
Jasper agreed to sell all of their stock to Ronnie for $800, 000.
The taxpayers contenplated that the purchase price would be paid
fromthe proceeds of one or nore public offerings of Ronnie’s
st ock.

On March 30, 1970, the first public offering of Ronnie’s
stock was nade. A portion of the sales proceeds was used to nake
t he downpaynent to the Nashville and Jasper sharehol ders.

On Cctober 30, 1970, Ronnie entered into an agreement with
Deni se’ s shareholders to acquire all of Denise’s outstanding
stock in exchange for Ronnie’ s stock

On April 20, 1972, a second public offering of Ronnie’s

stock was made. A portion of the proceeds was used to pay the
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bal ance of the purchase price owed to the Nashville and Jasper
shar ehol der s.

The sol e issue for decision was whether the anounts received
by the taxpayers in 1970 and 1971 from Ronni e in exchange for
their stock in Nashville and Jasper were taxable as capital gains
under section 302,3% or as dividends under section 301. The
parties agreed that section 304 applied to the stock acquisitions
in question and that, therefore, the transfer of Nashville and
Jasper stock to Ronnie nust be characterized as a redenption
t hrough the use of related corporations. The parties disagreed
only with respect to the application of section 302. The
t axpayers contended that the redenptions qualified as sal es under
section 302(a) because they net the requirenents of either
section 302(b)(1) or (2). The taxpayers argued that the 1970
redenpti on was but one step in an overall plan to redeemtheir
interest in Nashville and Jasper that ended in 1972 with the
second public offering, and it was not the essential equival ent
of a dividend.

This Court rejected the taxpayers’ argunment, concl uding that
the record did not contain any conpelling evidence of an overal
financial plan covering both the first and the second public

offerings. No formal witten plan for the funding of the

®Rel evant Code provisions were fromthe Internal Revenue
Code of 1954.
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redenption through subsequent public offerings of Ronnie s stock
exi sted, and no corporate mnutes were offered into evidence to
substantiate such a plan. 1In addition, funding the redenption
t hrough subsequent public offerings of Ronnie’'s stock was beyond
the control of the taxpayers. Although this Court acknow edged
t he taxpayers’ apparent intent that subsequent public offerings
be made, the taxpayers had made no prom se to the underwiter
nor was there any evidence of an agreenent to nake anot her public
of fering.

5. Bleily & Collishaw, Inc. v. Conm ssSioner

In Bleily & Collishaw, Inc. v. Commi ssioner, 72 T.C. 751

(1979), the taxpayer owned 30 percent of a corporation. The

maj ority sharehol der wanted sole control over the corporation
and the taxpayer was willing to sell all of its shares to the
maj ority sharehol der. However, because the majority sharehol der
di d not have sufficient funds to purchase all of the taxpayer’s
shares at that tine, the majority sharehol der purchased only a
portion of the taxpayer’s stock. Thereafter, over a period of
approxi mately 23 weeks, the corporation redeened the bal ance of
the taxpayer’s stock in increnents tied to the availability of
money to fund the redenptions. Although the taxpayer was under
no contractual or other legal obligation to sell the rest of its
shares or have themredeened if and when noney becane avail abl e

to fund additional acquisitions, this Court found that the
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t axpayer intended to sell its shares whenever the noney needed to
fund the acquisitions becane avail abl e.

In Bleily & Collishaw, Inc., the issue before the Court was

whet her the redenptions net the requirenents of section 302(b)(3)
of the Internal Revenue Code of 1954. W described the
applicable |l egal standard as foll ows:

Wher e several redenptions have been executed pursuant
to a plan to termnate a shareholder’s interest, the
i ndi vi dual redenptions constitute, in substance, the
conponent parts of a single sale or exchange of the
entire stock interest. W have refused, however, to
treat a series of redenptions as a single plan unless
the redenptions are pursuant to a firmand fixed pl an
to elimnate the stockholder fromthe corporation
Cenerally, a gentleman’s agreenent |acking witten
enbodi nment, conmuni cation, and contractual obligations
wll not suffice to show a fixed and firmplan. On the
ot her hand, a plan need not be in witing, absolutely
bi ndi ng, or comrunicated to others to be fixed and firm
al t hough these factors all tend to indicate that such
is the case. [1d. at 756; citations omtted.]

Noting that whether a firmand fixed plan existed in a given case
IS necessarily a fact issue, we held that the requirenments of
section 302(b)(3) were net because the redenptions were part of a
firmand fixed plan to elimnate the stockholder fromthe
corporation. The record established that the corporation planned
to elimnate the taxpayer as a sharehol der and that the taxpayer
had agreed to the sale of all its shares and to the purchase
price, even though there was no binding obligation on either

party to consummate additional stock sales.
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6. Roebl i ng v. Conm ssi oner

In Roebling v. Conm ssioner, 77 T.C. 30 (1981), a taxpayer

owned approxi mately 90 percent of the class B preferred stock and
approxi mately 45 percent of the common stock of Trenton Trust Co.
(Trenton Trust). In 1958, Trenton Trust adopted a plan of
recapitalization to sinplify and strengthen its capital structure
whi ch, anong other things, called for the redenption of a

speci fied anobunt of the class B preferred stock each year and
required Trenton Trust to establish a sinking fund for that
purpose. During each of the years 1965-69, part of the

t axpayer’s class B preferred stock was redeened, and in 1965 and
1966, the taxpayer sold sone shares. Anpbng the issues presented
to this Court was whether the redenption of the taxpayer’s class
B preferred shares was not essentially equivalent to a dividend
wi thin the neaning of section 302(b)(1) of the Internal Revenue
Code of 1954.

Each year, Trenton Trust set aside funds and deci ded how
much of those funds it would use to retire the class B preferred
shares. Each retirement of shares required action of Trenton
Trust’s board of directors and the consent and approval of the
FDI C and the Departnment of Banking and I nsurance of the State of
New Jersey. Each year, Trenton Trust’'s board of directors
adopted a resolution to apply for the necessary regul atory

approval s, and Trenton Trust then filed its applications. For
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nost of the relevant years, the applications were granted at
| east in part, but on one occasion the application was deni ed.

Al t hough the taxpayer in Roebling relied only upon section
302(b) (1) to support her contention that each of the redenptions
qualified as a sale or exchange under section 302(a), she argued
that the redenptions were integrated steps in a firmand fixed
plan to redeemall of the preferred stock and that the
redenptions in the aggregate resulted in a neaningful reduction
of the taxpayer’s interest in Trenton Trust. Applying the sane
anal ysis used in cases involving section 302(b)(3), this Court
hel d that the redenptions were integrated steps in a firmand
fixed plan even though there was no binding commtnent on the
part of Trenton Trust to acquire the taxpayer’s shares or on the
taxpayer’s part to tender her shares. The Court acknow edged
t hat each redenption was subject to the financial condition of
t he bank and required regul atory approval, but enphasi zed that
“this was about as firmand fixed a plan as a bank coul d have

under the circunstances.” Roebling v. Commi ssioner, supra at 55.

7. Monson v. Commi Ssi oner

In Monson v. Conmmi ssioner, 79 T.C. 827 (1982), a closely

hel d corporation owned by the taxpayer and his children redeened
all of the children’s stock and a portion of the taxpayer’s stock
on July 30, 1976. |Immediately follow ng the redenption, the

t axpayer was the corporation’s sole shareholder. On August 2,
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1976, the taxpayer sold all of his shares to a third party for
cash and a prom ssory note. Mnutes of a board of directors
meeting held on July 30, 1976, described the redenption and the
subsequent sale of taxpayer’s remaining stock to a third party as
steps in the sale. The taxpayer reported the redenption proceeds
as incone fromthe sale or exchange of stock under section
302(a) .

Gting Zenz v. Quinlivan, 213 F.2d 914 (6th Cr. 1954), this

Court exanm ned the record to determ ne whether the intent of the
t axpayer was to bring about a conplete liquidation of his

ownership interest in his corporation. Mnson v. Conm Ssioner,

supra at 835-836. Because the record clearly established that
the redenption of the taxpayer’s stock was part of an overal
plan to termnate his entire interest in his closely held
corporation, this Court held that the redenption was either a
conplete term nation of the taxpayer’s interest under section
302(b)(3) or was not essentially equivalent to a dividend under
section 302(b)(1). 1d. at 837. 1In either event, section 302(a)
required the redenption to be treated as a sale. 1d.

8. Applicable Legal Principles

The above-cited cases decided by this Court confirmthat
this Court has not integrated a redenption with one or nore other
transactions to deci de whether the requirenments of section 302(b)

are met unless the redenption was part of a firmand fixed plan
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to satisfy one of the conditions of section 302(b) (such as, in
the case of section 302(b)(3), the conplete term nation of the
taxpayer’s ownership in the issuing corporation), and the steps

of the plan were clearly integrated. Bleily & Collishaw, Inc. v.

Conmi ssioner, 72 T.C. at 756; N ederneyer v. Conm ssi oner, 62

T.C. at 291. Wether or not a plan existed is an issue of fact
t hat nust be resolved on the basis of all of the relevant facts

and circunstances of a particular case. Bleily & Collishaw, Inc.

v. Conmm ssioner, supra at 756. The taxpayer has the burden of

proving that the Conm ssioner’s position regarding the existence
or nonexi stence of a plan is erroneous. Rule 142(a).?**

An anal ysis of whether or not a firmand fixed plan existed
necessarily entails an exam nation of the taxpayer’s intent. See

Monson v. Conmi ssioner, supra at 835-836 (citing Zenz v.

Quinlivan, supra, with approval); N ederneyer v. Conm Ssioner,

supra at 291 (“there was no evi dence of conmunication of
petitioners’ asserted donative intention to the charity or to
anyone”). It is the taxpayer’s intention, as nanifested by the
taxpayer’s participation in and agreenent to the plan, that the
search for a plan is designed to reveal. However, a taxpayer’s

self-serving statenent regarding its intent or regarding the

3%petitioner has not argued that the burden of proof should
be pl aced on respondent, and we infer fromthe record that sec.
7491 does not apply because the exam nation in this case began
before its effective date.
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exi stence of a plan is given very little weight in the absence of
supporting evidence tending to show that the Comm ssioner’s

position is erroneous. N ederneyer v. Comm ssioner, supra at

291. Instead, this Court has relied primarily on objective

evi dence, such as a witten plan, corporate m nutes confirm ng
the existence of a plan, or a witing or other comunication from
an involved third party, or the |lack thereof, as the nost

conpel ling evidence of the existence of a firmand fixed plan

evi dencing a taxpayer’s intention regarding the redenption of its

st ock. Id.; see al so Monson v. Conm ssioner, supra; Roebling v.

Comm ssioner, 77 T.C. 30 (1981); Bleily & Collishaw, Inc. v.

Conm ssi oner, supra. By focusing on the intent of the redeem ng

corporation and the redeened sharehol der on the date of the
redenption, both this Court and the Court of Appeals for the
Sixth Grcuit in Zenz have attenpted to cull after-the-fact
attenpts on the part of taxpayers to link unrelated transactions

in order to achieve favorable tax treatnent, see Ni ederneyer V.

Comm ssi oner, supra, fromthose situations where the taxpayer

intentionally structures two or nore transactions as part of a
plan to termnate the taxpayer’s ownership interest in a

corporation, see Zenz v. Quinlivan, supra.

An anal ysis of whether or not a firmand fixed plan existed
al so entails an exam nation of any uncertainty in consummati ng

the alleged plan. Although a binding commtnent to the planis



- 66 -
not required, whether the redeem ng corporation and the redeened
shar ehol der have denonstrated their intention to consummate the
all eged plan in sone neaningful way is an inportant factor.

Bleily & Collishaw, Inc. v. Conm ssioner, supra at 757

(“Col l'i shaw had agreed to the sale of all its shares and to the
purchase price. As noted before, the fact that the agreenment was

not binding is not dispositive.”); N ederneyer v. Conm Ssioner,

supra at 291 (“Petitioners could easily have changed their m nds
with regard to any intent to donate the preferred stock. Cearly
petitioners’ decision to donate the preferred stock has not been
shown to be in any way fixed or binding.”). |If the taxpayer is

t he sol e sharehol der of a closely held corporation and could
easily change his mnd regarding the inplenmentation of the

all eged plan, this Court has denmanded conpel ling evidence of the
taxpayer’s commtnent to the plan before it wll find that a firm

and fixed plan existed. N ederneyer v. Conm ssioner, supra at

291. If, however, the taxpayer is a shareholder of a nore
broadly held close corporation or a publicly held corporation,
this Court’s analysis has focused primarily on the redeem ng
corporation’s commtnment to the plan. For exanple, in Roebling

v. Conmm ssioner, supra at 55, a case involving the periodic

redenption of a banking institution's preferred sharehol ders, we
stated that--

While we realize that this redenption plan was
subject to the financial condition of the bank and the
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approval each tinme of the banking authorities, we think
this was about as firmand fixed a plan as a bank coul d
have under the circunstances. See Bleily & Collishaw.
Inc. v. Conm ssioner, supra. W do not believe the
requirenent of a firmand fixed plan for redenption
need be as rigid under the circunstances here invol ved
as would be required in a closely held famly
corporation situation where the plan could be changed
at any time by the actions of one or two sharehol ders.
Conpare Ni ederneyer v. Conm ssioner, supra, and
McDonald v. Conmm ssioner, 52 T.C. 82 (1969).

As this Court’s opinion in Roebling confirns, the existence of
condi tions, contingencies, or other uncertainties will not
necessarily preclude a finding that a firmand fixed plan exists
but is one factor that the Court nust consider in reaching its
deci si on.

B. The Section 304 Redenptions

The foregoing cases and the principles we have extracted
fromthemrequire that we examne the facts in order to decide
whet her petitioner engaged in the cross-chain sales and the |l ater
sales of the target corporations as part of a firmand fixed plan
to conpletely term nate the target corporations’ actual and
constructive ownership of the issuing corporations.

1. The 1986 Cross-Chain Sale of Merlease

Petitioner’s evidence at trial focused al nost exclusively on
the lack of any binding conmtnment or even an agreenent in
principle between petitioner and Inspiration, the ultimte
purchaser of M. Leasing, on the date of M. Leasing s cross-chain

sale of its Merlease stock to M. Asset Managenent. On the date
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of the cross-chain sale, Inspiration had not yet conpleted its
due diligence, contractually commtted itself to buy the stock of
M. Leasing, or finalized its financing arrangenents. Moreover,
on the date of the cross-chain sale, the board of directors of
Merrill Parent had not yet authorized the sale of M. Leasing s
stock, and Inspiration had not yet approved the purchase. The
exi stence of these uncertainties according to petitioner
precludes any finding that the cross-chain sale was part of a
firmand fixed plan to termnate M. Leasing's actual and
constructive ownership of Merlease. W disagree.

Whet her a redenption and |later sale are integrated steps in
a firmand fixed plan is a factual determ nation that necessarily

f ocuses on the actions of the redeened sharehol der and the

redeem ng corporation. See Roebling v. Conmni Ssioner, supra;

Ni eder neyer v. Conmi ssioner, 62 T.C. 280 (1974). |If the actions

of the redeened sharehol der and the redeem ng corporation
evidence a firmand fixed plan to participate in two or nore
related transactions that, individually or collectively, qualify
as a redenption under section 302(b), then the redenption
executed pursuant to the plan wll qualify as a sale or exchange

under section 302(a). Ni ederneyer v. Comm SSioner, supra.

After exam ning the actions of the redeened sharehol der (M
Leasing), the redeem ng corporation (M. Asset Managenent), and

Merrill Parent, we are convinced that the deened redenption under
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section 304, i.e., the cross-chain sale, and the later sale of M
Leasi ng outside the consolidated group were two steps in a firm
and fixed plan to term nate M. Leasing’s actual and constructive
ownership of Merlease, the issuing corporation.

The principal, and nost conpelling, evidence on which we
rely is the formal presentation of the plan to Merrill Parent’s
board of directors, which took place on July 28, 1986, only 4
days after the cross-chain sale of Merlease. The forma
presentation included the distribution of a witten summary and
slides illustrating the details of the plan to di spose of
petitioner’s proprietary |ease business culmnating in the sale
of ML Leasing. The witten summary |aid out each step of the
pl an. Anong the steps identified were (1) the cross-chain sale
of Merl ease, which the summary acknow edged had al ready occurred,
(2) the distribution of a dividend by M. Leasing to M. Capital
Resources consisting of the cash received in the cross-chain sale
by ML Leasing from M. Asset Managenent and ot her assets, and (3)
the imm nent sale of M. Leasing to Inspiration. The witten
summary descri bed the tax benefits of the plan, which were
predi cated on an increase in Merrill Parent’s basis in M. Leasing
under the consolidated return regul ations for the proceeds of the
cross-chain sale. The witten summary confirned that the plan
i ncluded the sale of M. Leasing and unequi vocal ly identified

| nspiration as the purchaser.
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The witten summary al so confirnmed that, although the sale
of M. Leasing had not yet been finalized, the sale was
sufficiently mature that the establishnment of a tax reserve for
the transaction was warranted. In fact, the witten sumary
i ncluded a recommendation to the board of directors that a tax
reserve specifically geared, in part, to the extraordi nary basis
adjustnment resulting fromthe section 304 redenption be approved.

Petitioner seeks to mnimze the inpact of the witten
summary by pointing out that the summary was prepared for a board
of directors neeting that occurred 4 days after the cross-chain
sale. Although petitioner is correct regarding the chronol ogy,
petitioner offered us no proof that the plan suddenly sprang to
life after the cross-chain sale had occurred, or that the cross-
chain sale and the later sale of M. Leasing were unrelated. In
fact, petitioner introduced very little evidence regarding the
devel opnent, review, and approval of the plan reflected in the
witten summary, even though the plan was the product of
petitioner’s own internal planning.

The July 28, 1986, board of directors neeting was a regul ar
board of directors neeting. Odinarily, a corporation is
required by its bylaws and/or by State | aw to provi de reasonabl e
advance notice to its directors of a regular board neeting. W
believe that it is reasonable to infer fromthis record that the

plan outlined in the witten sunmary and presented to Merril



- 71 -
Parent’s board of directors on July 28, 1986, had been carefully
constructed, vetted, finalized, and approved by the appropriate
corporate officers by at least July 24, 1986, the date of the
1986 cross-chain sale, and in sufficient tinme before the July 28,
1986, board of directors neeting to enable the notice of neeting
to be given and the neeting materials to be collated and
distributed to the directors.

We al so note that, on the date of the cross-chain sale,
petitioner had identified Inspiration as the purchaser of M
Leasi ng and had al ready engaged in substantial negotiations with
Inspiration. 1In fact, petitioner and Inspiration had agreed in
principle to a purchase price that was used to cal cul ate the
estimated tax benefits in the witten summary presented to the
board of directors. An inference can also be drawn fromthe
record that, after a neeting on June 23, 1986, Inspiration
confirmed informally that it was prepared to purchase M
Leasing’ s stock, subject to verification of the residual |ease
val ues by an outside appraiser. It was only after such
confirmation was presumably received that petitioner proceeded
with the cross-chain sale.

A firmand fixed plan does not exist for purposes of section
302 when there is only “vague anticipation” that a particul ar

step in an alleged plan wll occur. Benjamn v. Conm ssioner, 66

T.C. at 1114. The facts in this case, however, establish nuch
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nore than vague anticipation that the sale of M. Leasing s stock
woul d occur. The facts establish the existence of a firm and
fixed plan on the part of Merrill Parent, M Leasing, M Asset
Managenent, and Merl ease to engage in a nmultistep transaction
specifically designed to dispose of petitioner’s proprietary
| easi ng busi ness outside of the consolidated group while
elimnating gain on the transaction through basis adjustnents
resulting fromthe interplay of section 304 with the consoli dated
return regul ati ons.

W find that a firmand fixed plan to di spose of M Leasing
out side the consolidated group existed on the date of the 1986
cross-chain sale, and that the 1986 cross-chain sale, the
distribution of a dividend of the gross sal e proceeds, and the
sale of ML Leasing were integrated steps in that plan. Because
the 1986 cross-chain sale (the deened section 304 redenption),
when integrated with the sale of ML Leasing’ s stock, resulted in
the conplete termnation of M. Leasing' s actual and constructive
ownership interest in Merlease (the issuing corporation), see
sec. 304(b), we hold that the redenption qualified under section
302(b)(3), and that, therefore, the redenption shall be treated
as a paynent in exchange for stock under section 302(a) and not

as a dividend under section 301.
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2. The 1987 Cross-Chain Sales of the Five
Subsidiaries, M. Interfundi ng, and Leasi ng

Equi pnent

Petitioner makes simlar factual and | egal argunents with
respect to the 1987 cross-chain sales. Because the factual and
| egal argunents are virtually identical for all of the 1987
cross-chai n sal es except the one involving Vessel Leasing, we
shal | consider themtogether, excluding only Vessel Leasing.

Li ke petitioner’s evidence regarding the 1986 cross-chain
sale, petitioner’s evidence regarding the 1987 cross-chain sal es
focused al nost exclusively on the [ack of any binding conm tnent
or even an agreenent in principle between petitioner and
GATX/ BCE, the ultimate purchaser of M. Capital Resources, on the
dates of the 1987 cross-chain sales. Seven of the eight 1987
cross-chain sales occurred on March 30, 1987 (the five
subsidiaries and M. Interfunding), and April 3, 1987 (Leasing
Equi pnrent). On those dates, GATX/ BCE had not had any neani ngf ul
opportunity to review the 3-volune offering menorandumor to
conduct its due diligence investigation, and had not
contractually conmtted itself to buy M. Capital Resources
stock. Neither the board of directors of Merrill Parent nor the
board of directors of GATX/ BCE had approved the transaction.
Petitioner argued that the existence of these uncertainties
precludes any finding that the cross-chain sale was part of a

firmand fixed plan to term nate M. Capital Resources’ actual and
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constructive ownership of the issuing corporations. Again, we
di sagr ee.

After exam ning petitioner’s actions including those of the
redeened sharehol der (M. Capital Resources), the redeem ng
corporations (M. Realty, M. Asset Managenent, and M.PFS), and
Merrill Parent, we are convinced that the section 304 deened
redenptions, i.e., the 1987 cross-chain sales, and the later sale
of M. Capital Resources to GATX/ BCE were steps in a firm and
fixed plan to term nate M. Capital Resources’ actual and
constructive ownership of the issuing corporations.

As wth the 1986 cross-chain sale, the nost conpelling
evidence of a firmand fixed plan with respect to the 1987 cross-
chain sales is the formal presentation of the plan to Merril
Parent’s board of directors, which took place on April 23, 1987,
2 days after receipt of GATX/ BCE s bid and approxi mately 3 weeks
after seven of the eight 1987 cross-chain sales closed. The
formal presentation included the distribution of a witten
summary and slides illustrating the details of the plan to
di spose of M. Capital Resources using nuch of the sane | anguage,
format, and reasoning as that used in the 1986 witten summary.
The witten sunmary | aid out each step of the plan. Anobng the
steps identified were (1) the cross-chain sales of the seven
subsi di ari es, which the summary acknow edged had al r eady

occurred, (2) the distribution of a dividend by M. Capital
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Resources to its sol e sharehol der, M. Consuner Markets Hol di ngs,
Inc., of the consideration received in the cross-chain sales, and
(3) the inmnent sale of M. Capital Resources to GATX/BCE. The
witten summary described the tax benefits of the plan, which
were predicated on an increase in petitioner’s basis in M
Capital Resources under the consolidated return regul ations for
the proceeds of the cross-chain sales. The witten sunmary
confirmed that the plan included the sale of M. Capital Resources
and described GATX/BCE as the “likely purchaser”.

The witten summary confirned that, although the sale of M
Capital Resources had not yet been finalized and the sale
negoti ati ons were not as far along as those in 1986, the
negotiations were sufficiently mature and the sale sufficiently
likely to occur that the establishnment of a tax reserve for the
transaction was warranted. The witten summary included a
recommendation to the board of directors that a tax reserve
specifically geared, in part, to the basis adjustnent resulting
fromthe section 304 redenptions be approved. In response to the
presentation regarding the plan, Merrill Parent’s board of
directors approved the plan, ratified the cross-chain sales, and
aut hori zed the appropriate officers to finalize the sale of M
Capi tal Resources.

Petitioner attenpts to mnimze the inpact of the witten

summary by pointing out that the summary was prepared for a board
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of directors neeting that occurred approximately 3 weeks after
the 1987 cross-chain sales. Although petitioner is correct
regardi ng the chronol ogy, petitioner offered us no proof that the
pl an suddenly sprang to life after the 1987 cross-chain sal es had
cl osed or that the 1987 cross-chain sales and the | ater sale of
M. Capital Resources were unrelated. |In fact, petitioner
introduced very little evidence regarding the devel opnent,
review, and approval of the plan reflected in the 1987 witten
summary, even though the plan was the product of petitioner’s own
internal planning and closely resenbled the 1986 pl an.

Petitioner correctly points out that, as of the dates of the
1987 cross-chain sales, there was no contractual obligation
bet ween petitioner and GATX/ BCE to consunmate the sale of M
Capital Resources. W note, however, that petitioner had
structured the “playing field” in order to expedite and sinplify
the sale of ML Capital Resources by (1) structuring the proposed
sal e as an auction designed to encourage the subm ssion of bids
acceptable to petitioner, (2) preparing and distributing a
proposed Stock Purchase Agreenent in conjunction with the 3-
vol unme of fering menorandum and advi si ng prospective purchasers
that petitioner “does not intend to engage in substanti al
negotiations” with respect to its terns, (3) securing at |east
one appraisal of residual value in anticipation of the sale, and

(4) offering the prospective purchaser adm nistrative resources
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to facilitate the uninterrupted nmanagenent of M. Capital
Resources’ |ease portfolio after the sale closed. In addition,
on the date of the earliest 1987 cross-chain sale, petitioner had
al ready had substantial contacts with prospective purchasers
i ncl udi ng GATX/ BCE. GATX/ BCE had apparently already submtted a
prelimnary indication of interest (including a cash purchase
price), and GATX/ BCE had been sel ected by petitioner to perform
detailed due diligence regarding the proposed sale. Two days
before Merrill Parent’s board of directors approved the sal e of
M. Capital Resources and authorized appropriate officers to
finalize the deal, GATX/BCE had submtted its formal bid to
purchase M. Capital Resources’ stock. Merrill Parent had
received and reviewed the bid prior to the board neeting and, in
the witten summary distributed at the neeting, described
GATX/BCE to the board of directors as the “likely purchaser”.

We reject petitioner’s argunent that any uncertainty
regarding the ternms of the proposed sale of M. Capital Resources
at the time of the cross-chain sales prevents integration of the
transactions for purposes of section 302(b). A binding
comm tnment or even an agreenent in principle that each step of a
plan will occur is not a prerequisite for finding that a firm and
fi xed plan existed, although uncertainty regardi ng one or nore

steps of the plan is a factor we nust consider. Roebling v.

Conmi ssioner, 77 T.C. at 55; Niedernmeyer v. Commi ssioner, 62 T.C.
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at 292. Wiile there was sone uncertainty regarding the details
of the sale of M. Capital Resources on the dates of the cross-
chain sales, there was no uncertainty that petitioner intended to
sell M. Capital Resources as part of the plan. The totality of
the facts and circunstances convinces us that petitioner had a
firmand fixed plan to dispose of M. Capital Resources in a
carefully orchestrated sequence of steps designed to avoid
corporate-level tax on the transaction. The facts al so convince
us that petitioner was prepared to do everything reasonably
possible to facilitate the inplenentation of that plan.

W find that a firmand fixed plan to di spose of M. Capital
Resour ces outside the consolidated group existed on the dates of
the cross-chain sales, and that the cross-chain sales, the
distribution of a dividend of the gross sale proceeds, and the
sale of ML Capital Resources were integrated steps in that plan.

3. The 1987 Cross-Chain Sale of Vessel Leasing

Because much of what was said regarding the other 1987
cross-chain sales applies with respect to the cross-chain sale of
Vessel Leasing, we incorporate the foregoing analysis here. \What
differentiates the Vessel Leasing sale fromthe other 1987 cross-
chai n sal es, however, is a chronology that nakes it even easier
to conclude that the Vessel Leasing sale nust be integrated with

the sale of M. Capital Resources outside the consolidated group
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The Vessel Leasing cross-chain sale closed on June 10, 1987.
On that date, GATX/ BCE had already submtted its initial and
nodi fied bids (April 21, 1987, and April 27, 1987, respectively)
and had been “awarded the transaction”, Merrill Parent’s board of
directors had net and authorized the consummati on of the sale of
M. Capital Resources’ stock to GATX/BCE (April 24, 1987),

GATX/ BCE had entered into a nonbinding letter of intent (Muy 22,
1987), GATX s Finance Conm ttee had approved the proposal to
acquire M. Capital Resources’ stock (June 1, 1987), and GATX BCE
had conpleted its due diligence review. During final
negoti ati ons, GATX had requested that M. Capital Resources

di spose of its Vessel Leasing stock prior to closing because
GATX/ BCE coul d not own Vessel Leasing due to Federal |aw
restrictions. |Imediately thereafter the respective boards of M
Capital Resources and M. Asset Managenent approved the sal e of
Vessel Leasing’'s stock to M. Asset Managenent, and the final 1987
cross-chain sal e cl osed.

It is apparent that the cross-chain sale of Vessel Leasing s
stock to ML Asset Managenent was arranged in anticipation of the
imm nent sale of ML Capital Resources to GATX/ BCE and was part of
a seanl ess net of transactions culmnating in the conplete
termnation of M. Capital Resources’ ownership interest in the
I ssui ng corporations, whose stock was sold cross-chain in

transactions that qualified as section 304 redenptions. W find,
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therefore, that a firmand fixed plan to di spose of M. Capital
Resour ces outside the consolidated group existed on the date of
t he Vessel Leasing cross-chain sale and that the Vessel Leasing
cross-chain sale, like the other 1987 cross-chain sales, was an
integrated step in that plan.

Because the eight 1987 cross-chain sales (the deened section
304 redenptions), when integrated with the sale of M. Capital
Resources’ stock, resulted in the conplete term nation of M
Capital Resources’ actual and constructive ownership interest in
the issuing corporations, see sec. 304(b), we hold that the
redenptions qualified under section 302(b)(3) and that,
therefore, the redenptions shall be treated as a paynent in
exchange for the stock under section 302(a) and not as a dividend
under section 301.

| V. Concl usi on

The record establishes that on the dates of the cross-chain
sal es, petitioner had agreed upon, and had begun to inplenent, a
firmand fixed plan to conpletely term nate the target
corporations’ ownership interests in the issuing corporations
(the subsidiaries whose stock was sold cross-chain). The plan
was carefully structured to achieve very favorable tax basis
adjustnments resulting fromthe interplay of section 304 and the
consolidated return regul ations, and the steps of the plan were

described in detail in witten summaries prepared for neetings of
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Merrill Parent’s board of directors. As described in those
witten summaries, the cross-chain sales of the issuing
corporations’ stock and the sales of the target corporations were
part of the sanme seam ess web of corporate activity intended by
petitioner to culmnate in the sale of the target corporations
outside the consolidated group. Under the test prescribed by

this Court in N ederneyer v. Conm ssioner, 62 T.C 280 (1974),

and ot her cases discussed herein, respondent properly integrated
the cross-chain sales with the related sales of the target
corporations to ascertain the tax consequences of the
transactions, and we sustain respondent’s determ nation.

We have considered the other argunents of the parties, and,
to the extent not discussed herein, we conclude that the
argunents are irrelevant, noot, or wthout nerit.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




